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Preface

Generally accepted auditing standards apply to the performance o f all audits.
Uniform applicability o f GAAS assures clients and other financial statement
users that the same quality o f audit w ork has been perform ed, regardless o f
the nature or size o f the entity being audited. H owever, the characteristics
o f a small business often affect the conduct o f an audit. For example, an
effective and efficient audit may require a unique approach or strategy and
certain Statements on Auditing Standards may be difficult to apply in a small
business audit engagement.
Although Statements on Auditing Standards are distinct from the ten
generally accepted auditing standards, they are enforceable under Rule 202
o f the AICPA Code o f Professional Ethics. The auditor has the same ethical
responsibility for the Statements on Auditing Standards as for the ten generally
accepted auditing standards.
This study discusses the implementation o f selected auditing standards in
small business audit engagements. It was written by C. Wayne Alderman
(Professor, Auburn University) and Marilyn Zulinski (Practitioners Publishing
Company, Fort W orth). Substantial AICPA staff support was provided by
Gerard L. Yarnall.
N ew York
April 1985

Alan J. Winters
Director o f Auditing Research
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Introduction

CRITICISMS OF AUD ITING STANDARDS
AND THE AUD ITING STANDARDSSETTING PROCESS
Auditors frequently question whether GAAS effectively address the problems
encountered in small business audit engagements. In 1978, the Commission
on Auditors’ Responsibilities (Cohen Comm ission) concluded that variations
in the size o f entities w ere not adequately considered when auditing standards
w ere established. Although the commission did not believe that a separate
set o f GAAS was needed for small business audit engagements, it recom 
m ended that additional guidance be developed on the application o f auditing
standards to audits o f financial statements o f smaller entities. The commission
stated:
Present guidance on the application o f auditing standards to audits o f different
size entities is inadequate. More attention should be accorded to the possible
effect o f variations in audit clients on the nature and extent o f audit procedures;
additional guidance specifically applicable to audits o f smaller entities should
be given.1

The commission also criticized auditing standards as being too general:
Many pronouncements could usefully provide more specific guidance. In
particular, when a pronouncement deals with nature and extent o f audit
procedures to be applied, there appears to be a tendency to make the guidance
as general as possible.2

1. Com m ission o n Auditors’ Responsibilities: Report, Conclusions,
York: Commission on Auditors’ Responsibilities, 1978), 133.
2. Ibid.
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Also in 1978, the Special Committee to Study the Structure o f the Auditing
Standards Executive Committee (Oliphant Comm ittee), which review ed the
auditing standards-setting process, issued its recommendations. It proposed
that standards established by the Auditing Standards Board “make special
provision, w here appropriate, to meet the needs o f small enterprises”3 and
that the Board “provide auditors with all possible guidance in the im ple
mentation o f its pronouncements, by means o f interpretations o f its statements,
by the issuance o f guidelines, and by any other means available to it.”4

THE AICPA RESPONSE
In May 1978, the AICPA adopted the recommendation o f the Oliphant
Committee to consider, among other things, the needs o f small business
before issuing its pronouncements. Since that time, a request for comments
concerning the effect o f proposed standards on small business audit en
gagements has been included in the transmittal letter accompanying exposure
drafts o f Statements on Auditing Standards and Audit and Accounting Guides.
The Auditing Standards Board also form ed the Review o f Existing Auditing
Standards Task Force to review existing standards for two purposes: (1 ) to
determine whether the standards are responsive to the needs o f auditors o f
smaller companies, whether changes are needed because o f changed con
ditions, and whether there are inconsistencies in existing literature; and (2),
to develop necessary guidance as a result o f the task force review o r to
recom m end h ow and by w hom such guidance should be developed. A
majority o f the task force’s effort was directed to a study o f the problem s
encountered in small business audit engagements. As a result o f its work,
the task force concluded that the existing auditing standards are appropriate
for businesses o f all sizes, but that m ore explicit guidance should be provided
on the implementation o f those standards in audits o f financial statements
o f small businesses.

INDEPENDENT RESEARCH FINDINGS
In 1980, the AICPA and Oppenheim, Appel, Dixon & Co. sponsored a research
project conducted by D.D. Raiborn o f Bradley University to assist the Review
o f Existing Auditing Standards Task Force in identifying (1 ) the typical
characteristics o f a small business audit client and (2 ) the frequency and
importance o f problem s encountered in small business audits. That research
provided em pirical evidence that CPAs have difficulty implementing certain
Statements on Auditing Standards in small business audit engagements.
Reasons fo r the difficulty range from a lack o f detailed implementation
guidance to a perception that auditing standards are designed primarily for

3. Report

o f the Special Com m ittee o f the A ICPA to Study the Structure o f the Auditing Standards
Executive Com m ittee (New York: AICPA, 1978), 21.
4. Ibid.
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audits o f larger companies. The AICPA Auditing Standards Division has
published the com plete results o f the research project as Auditing Research
Monograph No. 5, Audit Problem s Encountered in Small Business Engage
ments. 5Guidance concerning many o f the problem s identified by this research
is provided in the follow in g chapters.

5. D. D. Raiborn, Auditing Research Monograph No. 5,
Business Engagem ents, (New York: AICPA 1982).

Audit Problem s E n cou n tered in Sm all

Chapter

1

Characteristics of the
Small Business

In this chapter, the term ‘sm all business” is defined and the characteristics
o f sm all businesses that affect the audit engagement are identified.
Sm all business, as the term is used in this study, does not necessarily refer
to the size o f an entity. Rather, the term applies to any entity, either public
or nonpublic, having some or all o f the follow in g characteristics.
P r im a r y C h a ra cteristics
• Concentration o f ownership o r operational control in one or a few
individuals
• Limited segregation o f duties and functions within the accounting
system
S econ d a ry C h a ra cteristics
•
•
•
•
•

Potential for management override o f internal accounting controls
Management personnel with limited accounting know ledge
Inactive or ineffective policy-making body (e.g., board o f directors)
Clerical and administrative personnel with easy access to assets
Management’s unwillingness o r inability to hire em ployees having
accounting experience or form al accounting training
• Informal record-keeping systems

PRIMARY CHARACTERISTICS*l
The two primary characteristics o f a small business that affect the audit
engagement are owner/manager dominance and limited segregation o f duties.

l
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Small businesses w ill have one or often both o f these primary characteristics
and probably w ill have several o f the secondary characteristics.

Owner/Manager D om inance
Management o f a small business is often dominated by an individual w h o
has an ownership interest in the business. The owner/manager’s personality
is often inseparable from the operations o f the business, and the owner/
manager’s particular leadership style often determines the style o f the entire
company. An owner/manager w h o possesses a strong sense o f independence
and the ability to control typically creates a manager-dominated environment.
The involvement o f the owner/manager sometimes compensates for an
otherwise weak internal-accounting control system. In fact, lack o f involvement
o f the owner/manager may sometimes cause the business to be difficult to
audit.

Lim ited Segregation o f Duties
Although segregation o f duties is an important aspect o f internal accounting
control, all o f the accounting duties in many small businesses are perform ed
by a few individuals. In such circumstances, it may be impossible to spread
incompatible duties among different employees. A small business with only
two office em ployees, fo r example, may have difficulty segregating custody
o f cash, record-keeping fo r cash, and authorization o f cash expenditures.
Even w hen segregation o f duties appears to be adequate, the informal nature
o f procedures often results in deviations from prescribed duties.
Limited segregation o f duties tends to be a pervasive weakness that may
preclude any audit reliance on internal accounting control and cause the
auditor to presume a high risk o f errors and irregularities, especially if the
inadequate segregation places an individual in a position to perpetrate and
conceal errors and irregularities. If there is limited segregation o f duties,
the auditor should not place reliance on internal accounting controls to
restrict substantive tests o f transactions and balances.
On the other hand, owner/manager involvement may sometimes increase
the segregation o f duties and thus im prove the control system and the
auditor’s ability to rely on the system.

SECONDARY CHARACTERISTICS
Potential for Managem ent Override
A small business characteristic that compounds the already com plex topic
o f auditor reliance on internal accounting controls is the potential for
management override o f controls. An owner/manager usually has the authority
to override prescribed procedures. For example, management may instruct
the bookkeeper to prepare a check to an unknown creditor w ho may be a
related party. The bookkeeper generally w ou ld have no authority to question
the lack o f supporting documentation o r the owner/manager’s motives. The
higher potential fo r management override o f internal accounting controls is
a recognized limitation in the small business environment.
However, owner/manager involvement can also strengthen controls by
prom oting separation o f duties. For example, an accounts receivable clerk
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w ho opens mail, prepares the deposit, posts credits to the accounts receivable
ledger, prepares the monthly receivable trial balance, and mails customer
statements, may easily misappropriate cash and conceal it by lapping or
m isfooting the accounts receivable balance. The owner/manager w ho p er
forms some o f these functions helps to segregate incompatible duties.

Limited Accounting K now ledge o f Management Personnel
Another secondary characteristic o f many small businesses is the limited
accounting know ledge o f the owner/manager. Many small businesses do not
have the benefit o f the collective know ledge o f a large number o f personnel,
as do the larger businesses.
The entrepreneurial tendency o f many small businesspeople is to focus
on sales, marketing, product development, and company growth. They are
sometimes complacent regarding financial matters and may have inadequate
know ledge o f significant internal accounting controls. Complacency or
inadequate accounting know ledge may lead to financial decisions that are
detrimental to the small business.

Inactive o r Ineffective Policy-M aking Body
Many small businesses do not have an active policy-making body (such as a
board o f directors). Many times the supervisory level above management is
not a policy-making body but, rather, a group o f persons w hose names are
listed as directors so that the small business can obtain a charter to incorporate.
Businesses that do have an effective supervisory level above management
may find that the supervisors have little interest in overseeing the operations
o f the company because they have limited financial background, do not
understand the need for supervision o f the owner/manager, or do not have
the time or interest to devote to such functions.

Easy Access to Assets
The small number o f em ployees in a small business may create an environ
ment in which clerical and administrative personnel have easy access to
financial records and physical assets that are both valuable and moveable.
Many small businesses cannot afford (o r do not believe it is cost-beneficial)
to hire the personnel necessary to prevent easy access to assets by clerical
and administrative personnel.

Em ployees With a Lack o f Accounting Training
The em ployees o f many small businesses have little or no training in
accounting nor any accounting experience. This frequently increases the
probability o f errors in the accounting system.

Inform al Record-Keeping Systems
Many small businesses have informally designed record-keeping procedures.
Informal record-keeping does not necessarily lead to inadequate records,
but it does increase the potential for errors and fraud— especially when
there is a lack o f checks and balances because o f inadequate segregation o f
duties. Adequate financial records are essential to the auditability o f financial
statements. A business with weak internal accounting controls can be audited,
but a firm with inadequate accounting records may be unauditable.

Chapter

2

Engagement Planning

Auditors are required to adequately p la n the audit engagement. In this
chapter, p la n n in g a sm all business audit engagement is discussed.
Before accepting an engagement, the auditor should determ ine (1 ) inde
pendence with respect to the entity and (2 ) that the entity is auditable. After
accepting an engagement, the auditor should consider sending an engagement
letter to the client outlining the understanding o f the terms o f the engage
ment.1 In addition, throughout the engagement, the auditor has a continuing
responsibility to assess auditability and to plan the engagement as required
by the first standard o f field work.

ASSESSING AUDITABILITY
The third standard o f field w ork requires that the auditor obtain sufficient
competent evidential matter to afford a reasonable basis for the expression
o f an opinion on whether an entity’s financial statements are fairly presented
in conformity with generally accepted accounting principles.2 The determ i
nation o f whether the auditor is able to obtain sufficient competent evidential
matter to issue an opinion on the financial statements is an issue o f auditability.
Many factors can influence the auditability o f financial statements. However,
there are tw o primary considerations in evaluating whether the financial
statements o f a small business are, in fact, auditable: (1 ) the adequacy o f
accounting records and (2 ) management integrity.

1. The decision to use engagement letters is a practice management decision and is not required
by generally accepted auditing standards. In practice, however, the overwhelming majority of
CPAs use engagement letters for audit engagements.
2. Throughout this study, references to audit opinions regarding generally accepted accounting
principles also include other comprehensive bases of accounting.

5
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Adequate Accounting Records
T o provide sufficient competent evidential matter, an entity’s accounting
system should be designed to identify the types o f transactions executed so
that the transactions can be recorded in the appropriate amounts in the
correct accounting period. Accounting records should include the follow in g
information:
• Type o f transaction. Transactions should be described in sufficient
detail to perm it appropriate classification in the financial statements.
Generally, accounting records need only indicate broad classes o f
transactions such as sales or payroll. In some circumstances, however,
a m ore detailed description may be necessary, such as when payroll
costs are to be allocated betw een inventory and expense. Identification
o f the type o f transaction may be either explicit (fo r example, by
using preprinted forms that describe the type o f transaction, such as
sales invoices) or implicit (fo r example, by using cash register tapes
as a record o f cash sales).
• Size o f transaction. Transactions should be described in a manner
that permits the recording o f monetary value in the financial state
ments. Although accounting records generally include the dollar
amount o f transactions or the quantities involved and related unit
prices, an indication o f quantities only may be sufficient if the
monetary value o f transactions can be determined by reference to
data such as price lists, w age rates, or contracts.
• Period o f time. Accounting records should include the period in
which the transactions occurred to permit the recording o f transactions
in the appropriate accounting period.
The form o f accounting records maintained by the client and the detail
in which they are prepared varies because o f a number o f factors, such as
the nature o f the client’s business, its size, and its organizational structure.
For a small business to be auditable, there should exist adequate accounting
records to identify the types o f transactions executed and to record them at
the appropriate amount in the correct accounting period.
Many small businesses do not have elaborate accounting systems. Likewise,
most small businesses have neither adequate segregation o f duties nor
sophisticated internal control systems. Neither a form alized and com plex
accounting system nor a sophisticated control system is required for a small
business to be auditable.

Managem ent Integrity
Management integrity is an essential com ponent in an audit engagement.
Without management integrity, conflicts between management and the auditor
are inevitable. As Mautz and Sharaf note, without management integrity:
No management responses to questions or representations could be given any
credence whatever. It is doubtful whether the statements o f employees, who
must be considered to be under management control, could be accepted as
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in any way useful. Certainly the records and documents under management
control would be regarded as completely unreliable.3

The auditor should recognize the importance o f management integrity
and its potential impact on the financial statements. If the auditor has reason
to doubt management’s integrity, careful consideration should be given to
the auditor’s ability to express an opinion on the entity’s financial statements.
The auditor should also consider whether there are factors such as
econom ic pressure on the industry or lack o f w orking capital that could
encourage management to misstate the financial statements. Absent evidence
to the contrary, however, the auditor may assume integrity on the part o f
management and that management has not made material misrepresentations
or overridden control procedures.
SAS No. 16, The Independent Auditor's Responsibility f o r the D etention o f
Errors o r Irregularities (AU 327.09-.10), includes a discussion o f management
integrity.

DETERMINING INDEPENDENCE
Rule 101 o f the AICPA Code o f Professional Ethics, interpretations under
Rule 101, and Ethics Rulings on independence provide guidance on deter
mining whether an auditor is independent (see figure 2.1, page 8).
As noted in chapter 1, many small businesses have limited accounting
staffs and, in general, do not hire personnel with extensive or formal
accounting training. In addition to auditing financial statements, auditors w ill
often provide bookkeeping and other accounting services to their small
business clients. Interpretation 101-3 o f the rules o f conduct o f the AICPA
Code o f Professional Ethics indicates that perform ing manual or automated
bookkeeping services does not impair independence providing the follow ing
four conditions are met.
1. The aud itor must n o t have any relationship with the client o r any

con flict o f interest that w ould im pair the auditor's integrity and
objectivity.
Certain relationships, on their face, appear to create a conflict o f
interest and, therefore, are considered to impair independence.
Rule 101 cites the follow in g examples o f such relationships: director,
officer, prom oter, underwriter, and voting trustee. On the other
hand, an auditor may maintain normal professional and social
relationships with clients without impairing independence. It is
impossible to establish detailed rules to address the effect o f all
possible relationships. The auditor must make a subjective evaluation

3. R. K. Mautz and Hussein A Sharaf.
(Sarasota, Fla.: 1961), 45.

The Philosophy o f Auditing,

American Accounting Association
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Summary o f Rule 101

These Factors Impair Independence
1. The auditor* was in any capacity
equivalent to a member o f
management or an employee,
including a director, officer,
promoter, underwriter, or voting
trustee.
2. The auditor was a trustee for the
client’s pension or profit-sharing
trust.
3. The auditor has a direct financial
interest in the client.
4. The auditor has a material indirect
financial interest in the client.
5. The auditor was a trustee, executor,
or administrator o f an estate or trust
that had or was committed to
acquire a direct financial interest in
the client.
6. The auditor was a trustee, executor,
or administrator o f an estate or trust
that had or was committed to
acquire a material indirect financial
interest in the client.
7. The auditor has a joint closely held
business investment with the client
or any o f its officers, directors, or
principal stockholders that is
material in relation to his or her
firm’s net worth.
8. The auditor has a loan to or from
the client or any o f its officers,
directors, or principal stockholders.
(However, this does not apply to: (a)
loans from financial institutions
made under normal lending
procedures, terms, and requirements
that are immaterial in relation to the
net worth o f the borrower; (b ) home
mortgages; or (c ) other secured
loans, except loans guaranteed by
the auditor’s firm that are otherwise
unsecured.)

F ig u r e 2.1

During the Period
Covered by the
Financial Statements

Either During the
Engagement** or
When the Report
Is Issued

Yes

Yes

Yes

Yes

No

Yes

No

Yes

No

Yes

No

Yes

No

Yes

No

Yes

* References to “the auditor” include the auditor’s firm.
** For a recurring audit, “during the engagement” refers to the entire period under examination.
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o f whether relationships with clients w ou ld cause a reasonable
observer to question the auditor’s integrity or objectivity and,
therefore, are inadvisable.
2. Client management must accept the responsibility f o r the fin a n cia l

statements. M anagem ent may elect n o t to employ anyone to
m aintain accounting records but instead may rely on the auditor
f o r this purpose. Nevertheless, m anagement must be sufficiently
knowledgeable o f the enterprise’s activities and fin a n cia l cond ition
and the applicable accounting principles so that the client can
reasonably accept such responsibility, specifically including fairness
o f valuation and presentation and adequacy o f disclosure. When
necessary, the aud itor must discuss accounting with m anagement
to be sure that the client has the required degree o f understanding.
Although the auditor may maintain the accounting records,
com pletely or in part, and may prepare or assist in the preparation
o f the financial statements, information included in the financial
statements is the representation o f management and management
must accept responsibility for it. Interpretation 101-3 requires the
client to be “ sufficiently know ledgeable” about the entity’s account
ing principles so that the client can reasonably accept that respon
sibility. The level o f understanding o f generally accepted accounting
principles that is required is considerably less extensive than the
detailed technical know ledge possessed by the auditor through
form al training and experience. H owever, in most cases, the auditor
w ill need to m eet with management, explain the financial statements,
and make sure that management understands and accepts them.
3. The aud itor must n ot assume either the role o f employee o r o f

management conducting the operations o f an enterprise. F or
example, the aud itor shall n ot consummate transactions, have
custody o f assets, o r exercise authority on behalf o f the client. The
client must prepare the source documents on a ll transactions in
sufficient detail to identify clearly the nature and am ount o f such
transactions and m aintain an accounting con trol over data p ro 
cessed by the au d itor such as con trol totals and docum ent counts.
The au d itor should n ot make changes in such basic data without
the concurrence o f the client.
The auditor may provide the client with advice and assistance in
virtually every step o f a decision-making process. H owever, the
auditor may not make decisions or exercise authority on behalf o f
the client. For example, the auditor’s independence w ou ld not be
impaired if the auditor calculated em ployee payroll and prepared
the payroll checks, payroll journal, and payroll tax returns. H owever,
the auditor could not assume the role o f management by perform ing
such duties as authorizing or approving hours w orked or rate o f
pay or signing payroll checks. Similarly, independence w ould not
be impaired if the auditor perform ed various consulting activities,
such as the preparation o f cash flow forecasts for seasonal borrow 
ings, o r if the auditor participated in meetings with bank loan
officers. H owever, the auditor w ou ld have to confine the activities
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to advice and assistance. The auditor’s independence w ou ld be
impaired, for example, by negotiating a bank loan for a client.
The client must also prepare the source documents and maintain
accounting control over the source data submitted to the auditor
for processing. Maintaining control totals and document counts are
examples o f methods that the client may use to control accounting
data. Other controls may also be used, such as reconciling data
processed by the auditor to independent sources, for example, bank
statements.
4. The a u d itor’s exam ination o f fin a n cia l statements, prepared fro m

books and records that the au d itor has m aintained completely o r
in part, must be perform ed in accordance with generally accepted
auditing standards. The fa c t that the au d itor has processed o r
m aintained certain records does n ot elim inate the need to make
sufficient audit tests.
In auditing financial statements, the auditor may not eliminate
procedures that w ou ld otherwise be perform ed if the accounting
records had not been maintained. H owever, the auditor may have
perform ed certain procedures (fo r example, examining corrob o
rating evidence in support o f transactions) during the performance
o f accounting services. Such procedures need not be reperform ed.
An auditor w h o is not independent may not express an opinion
on financial statements, regardless o f the extent o f the procedures
applied. The form o f report to b e issued when the auditor is not
independent depends on whether the client is a public o r a nonpublic
entity.

Reporting for Public Entities
The report to be issued when the auditor is not independent and is a public
entity is illustrated in paragraph 10 o f SAS No. 26, Association With Financial
Statements. In those circumstances, the auditor should report as follows.
W e are not independent with respect to XYZ Company, and the accompanying
balance sheet as o f December 31, 19X1, and the related statements o f income,
retained earnings, and changes in financial position for the year then ended
were not audited by us and, accordingly, w e do not express an opinion on
them.

Reporting for N onpublic Entities
The report illustrated in SAS No. 26 is not appropriate if the client is a
nonpublic entity. In those circumstances, a compilation report including an
additional paragraph that specifically discloses the auditor’s lack o f inde
pendence should be issued as prescribed in SSARS No. 1, Com pilation and
Review o f Fina ncia l Statements. Such a report is illustrated below.
We have compiled the accompanying balance sheet o f XYZ Company as o f
December 31, 19X1, and the related statements o f income, retained earnings,
and changes in financial position for the year then ended, in accordance with
standards established by the American Institute o f Certified Public Accountants.
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A compilation is limited to presenting in the form o f financial statements
information that is the representation o f management. W e have not audited or
reviewed the accompanying financial statements, and accordingly, do not
express an opinion or any other form o f assurance on them.
We are not independent with respect to XYZ Company.

ENGAGEMENT LETTERS
Upon accepting an engagement, the auditor often documents the nature and
terms o f the engagement. W hile documentation is not required by professional
standards, many auditors send engagement letters to their clients.
W hen the auditor agrees to provide audit services to a client fo r a fee, a
contract is created. An engagement letter, by putting the terms and nature
o f this contract in writing, serves to prevent misunderstandings and other
problem s that can arise during an engagement. In small business engage
ments, clients sometimes lack sophistication about the audit process. The
engagement letter serves as a tool to educate the client and prevent
misunderstandings.

Reasons for Engagem ent Letters
There are numerous reasons fo r using engagement letters. Reasons include:
• Avoiding misunderstandings with the client. In today’s environment,
an engagement letter is helpful fo r both old and n ew clients. To
avoid misunderstandings, the engagement letter should describe in
detail the services to be perform ed, the fee arrangement, the client’s
responsibilities, and other terms and conditions o f the engagement.
Oral agreements may result in differences o f recollection or under
standing between the auditor and the client. In describing the services
to be perform ed, the auditor should use nontechnical language that
the client can easily understand.
• Avoiding misunderstandings with the staff. The members o f the staff
w orking on the engagement should have an understanding o f the
objectives o f the procedures to be perform ed. A copy o f the
engagement letter in the w orking papers provides the staff with a
reference to supplement oral instructions.
• Establishing legal liability. The engagement letter should establish
the scope o f the auditor’s contractual obligation to the client by
setting forth, clearly and specifically, the duties the auditor has agreed
to perform as w ell as the responsibilities o f the client. An engagement
letter provides documented evidence o f the auditor’s agreement to
render services and the client’s agreement to pay for them. Adverse
consequences can sometimes be avoided by obtaining a written
engagement letter.
• Im proving practice management. The engagement letter should be
review ed by the auditor responsible for the engagement before it is
issued. A timely review may be the vehicle that permits the auditor
to correct or amend the terms o f the engagement, review the proposed
fee and m ethod o f payment, and set up guidelines to minim ize
potential collection problems. An engagement letter also permits the
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orderly assessment and review by auditors and other supervisory
personnel o f the services perform ed and the terms o f the engagement.
This review facilitates extensions or amendments to current or
succeeding years’ engagements.

Content o f the Engagem ent Letter
The AICPA Audit and A ccounting M anual (AAM 3200.09) suggests that the
follow in g items ordinarily be covered in engagement letters:
1. Name o f the client and its year-end
2. Statement(s) to be examined
3. Scope o f services, as detailed as necessary— including limitations
im posed by the client and the identification o f accounting or other
problem s that may have an effect on the opinion
4. Type o f opinion, disclaimer o r other report to be rendered
5. Disclaimer o f responsibility fo r detecting fraud and a description
o f the inherent limitations o f an audit
6. Obligations o f the client’s staff to prepare schedules and statements
(T h e AICPA Audit and A ccounting M anual [AAM 3200.09] includes
a checklist for items that the auditor may request the client to
prepare.)
7. Requirement that the auditor be permitted to read all printed
material in which the report appears
8. Responsibility fo r preparation or review o f tax returns and sub
sequent tax examinations
9. Fee or m ethod o f determining fee
10. Frequency o f billing and client’s obligations for payment, including
retainer if applicable
11. Provision for client’s acceptance signature and date (In some
situations, the auditor may not feel it advisable to send a client an
engagement letter that requests the client’s signature. An alternative
approach might be to send the client a letter confirming the terms
o f the engagement, without asking the client to sign it, but asking
for a reply if the client does not agree with the terms.)
12. Expression o f thanks for being selected as auditors or to perform
other services
13. In n ew engagements, the client should take the responsibility for
getting the cooperation o f the prior auditor.

Com m on Engagem ent Letter Deficiencies
The AICPA A udit and A ccounting M anual (AAM 3200.09) lists the follow ing
as com m on engagement letter deficiencies:•
• Reference in the letter to examination o f the books and records
rather than the examination o f financial statements
• Adverse comments about other firms
• Failure to specify in detail the services to be rendered w hen a
maximum fee is quoted
• Inclusion o f a review o f internal accounting control as one o f the
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services when the real intent is the study and evaluation o f internal
accounting control as required by auditing standards
Failure to identify accounting or other problem s that may have an
effect on the opinion
Failure to change, in writing, the terms o f the engagement when
conditions are found to be different
Failure to include fee basis and payment terms
Failure to identify specific tax returns to be prepared

Client Resistance
Sometimes auditors encounter resistance from the client regarding engage
ment letters. T o overcom e client resistance, the auditor should make sure
that the engagement letter is clearly written and avoids technical terms that
are confusing to clients. The auditor should explain the purpose o f the
engagement letter to the client, state that the engagement letter is standard
practice (that is, the letter is not unique to this particular client), and point
out h ow the engagement letter also benefits the client.
The AICPA has a public relations brochure, The Engagement Letter—An
Agreement Between the Client and the CPA, that is intended to explain
engagement letters to clients. The brochure has space for auditors to print
their names and the names o f their firms on the cover. (Th e brochure may
be ordered from: O rder Department, AICPA, 1211 Avenue o f the Americas,
N ew York, N Y 10036.)

Sample Engagem ent Letter
A sample engagement letter is shown in exhibit 2.1, page 14.

DOCUMENTATION OF PLANNING
Some auditors believe that planning memoranda and planning checklists are
required in all audit engagements. Planning memos and checklists are n ot
required in audit engagements. Paragraph 4 o f SAS No. 22, Plann in g and
Supervision (AU 311.04), states that “the auditor may wish to prepare a
memorandum setting forth the preliminary audit plan, particularly for large
and com plex entities.” (Emphasis added.) W hile planning memos and
checklists may be useful practice aids, they are not required by generally
accepted auditing standards. H owever, professional standards do require the
auditor to adequately plan and supervise the engagement. The documentation
o f planning is sometimes implicit in the written audit program which is
required by SAS No. 22. There is no requirement for documentation o f
planning beyond the written audit program.
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Sample Engagement Letter

E xh ib it 2.1
ALSUP, MCDONALD, AND BROWN

Certified Public Accountants
(Date)
Mr. P.F. Dye
Plainsmen Company, Inc.
2320 Tiger Blvd.
Auburn, Alabama 36830
Dear Mr. Dye:
This letter will confirm our understanding o f the arrangements covering our
examination o f the financial statements o f Plainsmen Co., Inc. for the year
ending December 31, 19XX.
We will examine the company’s balance sheet as o f December 31, 19XX, and
the related statements o f income, retained earnings and changes in financial
position for the year then ended. Our examination will be made in accordance
with generally accepted auditing standards and will include such tests o f the
accounting records and such other auditing procedures as w e consider necessary
in the circumstances. The objective o f our examination is to express an
unqualified opinion on the financial statements, although it is possible that
facts or circumstances encountered may require us to express other than
an unqualified opinion.
Our procedures will include tests o f documentary evidence supporting the
transactions recorded in the accounts, tests o f the physical existence o f
inventories and direct confirmation o f receivables and certain other assets and
liabilities by correspondence with selected customers, creditors, legal counsel
and banks. At the conclusion o f our examination, w e will request certain
written representations from you about the financial statements and related
matters.
The fair presentation o f financial position and results o f operations in conformity
with generally accepted accounting principles is management’s responsibility.
Management is responsible for the development, implementation and main
tenance o f an adequate system o f internal accounting control and for the
accuracy o f the financial statements. Although w e may advise you about
appropriate accounting principles and their application, the selection and
method o f application are responsibilities solely o f management.
Our engagement is subject to the inherent risk that material errors, irregularities
or illegal acts, including fraud or defalcations, if they exist, will not be detected.
However, w e will inform you o f any such matters that come to our attention.
Fees for our services are based on our regular per diem rates, plus out-ofpOcket expenses, all o f which will be billed as our work progresses. We
estimate that our fee for this engagement will be between $------and $-------Should any situation arise that would materially increase this estimate, w e will,
o f course, advise you.
Whenever possible, w e will attempt to use your company’s personnel. This
effort could substantially reduce our time requirements and help you hold
down audit fees.
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E xh ib it 2.1
(co n tin u e d )

We will also prepare federal and state income tax returns for the year ended
December 31, 19XX. Additionally, w e will be available during the year to
consult with you on any tax matters, as you may engage us, on a separate fee
basis.
During the course o f our engagement, w e may observe opportunities for
economy in or improved controls over your operations. We will bring such
matters to the attention o f the appropriate level o f management, either orally
or in writing.
If you intend to publish or otherwise reproduce the financial statements and
make reference to our firm, you agree to provide us with printers’ proofs or
masters for our review and approval before printing. You also agree to provide
us with a copy o f the final reproduced material for our approval before it is
distributed.
Please indicate your agreement to these arrangements by signing the attached
copy o f this letter and returning it to us.
We appreciate your confidence in retaining us as your certified public
accountants and look forward to working with you and your staff.
Sincerely,

Alsup, McDonald, and Brown
Partner

C hap ter

3

Internal Accounting Control
in a Small Business

Auditors sometimes misunderstand their responsibility to study and evaluate
internal accounting controls in sm all business audit engagements. This
chapter examines the relationship o f internal accounting controls to the
sm all business environm ent, the m inim um required study and evaluation
o f internal accounting controls, and the requirem ent to com m unicate
m aterial weaknesses in controls.
The second standard o f field w ork states: “There is to be a proper study and
evaluation o f the existing internal control as a basis for reliance thereon and
for the determination o f the resultant extent o f the tests to which auditing
procedures are to be restricted.”

APPLICATION TO A SMALL BUSINESS
Control Deficiencies in a Small Business
As noted in chapter 1, small businesses often have significant internal
accounting control deficiencies because o f two factors: (1 ) owner/manager
dominance and (2 ) limited segregation o f duties.
As a result o f these characteristics, the most efficient and effective audit
strategy fo r many small business engagements is to place little or no reliance
on internal accounting control and thus take a substantive-testing approach
to the audit. Under a substantive-testing approach, the basis for an auditor’s
opinion on the financial statements is evidence obtained from substantive
tests alone rather than a combination o f reliance on internal accounting
control and restricted substantive tests.
17
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SAS No. 43 Requirements
In August 1982, SAS No. 43, Omnibus Statement on Auditing Standards (AU
1010), was issued to clarify, among other matters, the minimum study and
evaluation o f internal accounting control required if the auditor does not
intend to rely on a client’s control procedures to restrict substantive audit
tests. According to SAS No. 43, the review o f controls may be limited to
obtaining an understanding o f the control environment and the flow o f
transactions through the accounting system. This is referred to as the
preliminary or first phase o f the auditor’s review o f internal control.
The SAS No. 43 requirements for the study and evaluation o f internal
accounting control are illustrated in flowchart 3.1 on pages 20-21. As shown
in flowchart 3.1, the first phase o f the auditor’s review and evaluation o f
internal accounting control is required in all audits. If a determination is
made that further study and evaluation o f controls are likely to justify restriction
o f substantive tests, then the second phase is initiated in which controls are
identified and the assessment is made whether the benefits o f restricted
testing are likely to exceed the costs o f compliance testing. If so, the auditor
proceeds to the third phase o f the study— the evaluation o f controls in which
compliance tests are perform ed. If the results o f the compliance tests are
satisfactory, substantive tests can be restricted.
Ordinarily, the auditor is able to obtain an understanding o f the control
environment and flow o f transactions through a combination o f previous
experience with the client, inquiry, observation, and reference to prior-year
w orking papers, client-prepared descriptions o f the system, o r other appro
priate documentation. The requirement that the auditor obtain an under
standing o f the control environment and the flo w o f transactions helps the
auditor to assess auditability and to properly design substantive tests.

Control Environm ent
The control environment includes the client’s organizational structure, the
methods used by the client to communicate authority and responsibility,
financial reports prepared fo r management planning and control purposes,
com petence o f personnel, and the methods used by management to supervise
the control system.1 In a small business, the control environment is signifi
cantly affected by owner/manager dominance and limited segregation o f
duties. Obtaining an understanding o f the control environment, as required
by SAS No. 43, usually requires little time in a small business audit.

Flow o f Transactions
The requirem ent that the auditor obtain an understanding o f the flow o f
transactions means that the auditor should understand h ow accounting

1. For a further discussion of the control environment, see paragraph 14 of SAS No. 30, Reporting
o n In tern a l A ccoun tin g C on trol (New York: AICPA, 1980). See also A IC P A Professional Standards,
(AU 642.14) and the Report o f the Special Advisory Com m ittee o n In tern a l A ccoun tin g C on trol

(New York: AICPA, 1979), 12-19.
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information flows through the accounts to the financial statements. The
auditor should understand h ow debits and credits get into financial statements
so that appropriate substantive tests can be designed.
An understanding o f the accounting system, which must be obtained in
all audits, should be distinguished from an understanding o f the internal
accounting control system, which must be obtained only if the auditor
intends to rely on internal accounting controls. The accounting system is
com posed o f procedures that are established to process transactions as a
means o f maintaining the records o f an entity’s operations and financial
position. Such procedures include those used to identify, assemble, classify,
analyze, and record the entity’s transactions. On the other hand, the system
o f internal accounting control is com posed o f procedures that are intended
to provide reasonable assurance that the financial records produced by the
accounting system are reliable and that assets are safeguarded. An accounting
system may include procedures that contribute to the achievement o f control
objectives and, in practice, the two systems may partially overlap. But,
theoretically, an accounting system is able to produce reliable financial
records without a system o f internal accounting control. Understanding the
flow o f transactions through the accounting system is essential to design
substantive tests.
An important factor in designing substantive tests is know ledge o f the
existence and availability o f documents and records. Designing tests o f
accounting documents and records is not possible unless the auditor knows
their availability and understands their relationship to the accounts in the
financial statements.

Docum entation Requirem ents
On com pletion o f the preliminary phase o f the review o f internal accounting
control, the auditor may conclude (1 ) that further study and evaluation are
unlikely to justify any restriction o f substantive tests or (2 ) that the audit
effort to study and evaluate the design o f the control system and to test
compliance exceeds the reduction in audit effort that could be achieved by
control reliance. Such a conclusion may result from consideration o f the
nature or amount o f the transactions o r balances involved, the data processing
methods being used, and the auditing procedures that can be applied in
perform ing the substantive tests. Regardless o f the reasons that cause the
auditor to reach the conclusion not to rely on internal control, further study
and evaluation o f the internal accounting control system may be discontinued
and substantive tests may be designed that do not require a reliance on
internal accounting control.
If the auditor decides not to rely on the control system to restrict
substantive tests, documentation o f compliance with the second standard o f
field w ork may be limited to a record o f the reasons for the decision not to
extend the review beyond the preliminary phase. That documentation may
either be prepared for each audit client individually and placed in the
w orking papers (fo r example, as a m em o or questionnaire) or be written as
a memorandum that represents uniform firm policy. A useful example o f a
uniform firm-policy memorandum for nonreliance on internal accounting
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Flowchart 3-1
Phases in the Study and Evaluation o f
Internal Accounting Control

Obtain an understanding
of (1) the control en
vironment and (2) the flow of
transactions.

F irst
E va lu a tion
R equired
In A ll Audits

Is further
study and
evaluation likely to
justify restriction
of substantive
tests?*

No

Yes
Review internal account
ing control system to
identify controls designed to
meet control objectives.

Yes

Are control
procedures suitably
designed assuming
satisfactory
compliance?

No

Yes

Is benefit
of restricted testing
likely to exceed cost
of compliance
testing?

B

No

A

* “Justify” here means it is likely that adequate internal accounting controls exist so that substantive
tests may be restricted and that the cost of continued study and compliance testing does not
exceed the expected benefit of reduced substantive testing.
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Flowchart 3.1
(con tin u ed )

B

Document understanding
of the system and the
basis for the conclusion
that the internal account
ing control procedures to
be relied on are suitably
designed to meet control
objectives.

Perform compliance
tests.

Third
Evaluation

Is

compliance
satisfactory?

No

A

Yes

Document reasons
for deciding not
to rely

Use substantive
approach to design
audit program.
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controls that meets the documentation requirements o f SAS No. 43 is
presented in figure 3.1 on page 23.
If the auditor decides not to rely on controls, generally accepted auditing
standards do not require that an internal control questionnaire be completed,
that the auditor’s understanding o f the system be documented, or that
compliance tests be perform ed. The auditor is required to understand the
control environment and the flow o f transactions, but there is no requirement
to document that understanding. O f course, client service reasons or firm
policy may suggest that the flow o f transactions be documented o r that an
internal control questionnaire be used. For example, some firms require
that a b rief internal control questionnaire designed for small businesses be
com pleted to aid in the understanding o f the accounting system and the
design o f the audit program; the questionnaire may also be used to provide
constructive suggestions to the client.
If the auditor decides to rely on the system o f internal accounting control,
the review should be com pleted to determ ine whether the control procedures
are designed to provide reasonable assurance that material errors and
irregularities w ill be prevented or detected and corrected. The information
required for the review o f the control system is ordinarily obtained through
one or m ore o f the follow in g procedures: inquiries o f appropriate client
personnel, inspection o f written documentation, and observation o f the
processing o f transactions and the handling o f related assets.2

Owner/Manager Controls
Because small businesses tend to be characterized by limited segregation o f
duties and owner/manager dominance, many control procedures may be
perform ed by the owner/manager. The Auditing Standards Board’s Task
Force on Review o f Existing Auditing Standards has defined owner/manager
controls as follows:
An owner/manager control is either a primary or secondary control that is
performed by an owner, manager, or other employee having responsibility for
achieving the objectives o f the entity and the authority to establish the policies
and make the decisions by which such objectives are to be pursued. Such
control procedures are designed to achieve, or contribute to the achievement
o f one or more objectives o f internal accounting control.3

Professional opinions about whether an auditor should rely on owner/
manager controls differ. Some auditors believe that such controls are stronger
than those in large businesses because the owner/manager has a direct,
intimate know ledge o f the business. Other auditors believe that such
procedures should not be relied on because o f the potential fo r management
override o f controls.

2. A list of illustrative internal accounting control questions an auditor might raise concerning a
small manufacturing operation that is owned by one person who also serves as the general
manager and has only a few employees involved in the accounting function is presented in the
A IC PA A u d it a n d A ccoun tin g M a nual, (AAM 4300).
3. AICPA, Staff Report, File Reference 4295 (1980), 1.
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U n iform Firm -Policy M em orandum fo r
N o n relian ce o n In tern al A ccounting
Controls

Figure 3.1

It is the policy o f this firm to make a preliminary review o f accounting controls for
all audit clients. This review consists o f obtaining an understanding o f the control
environment and the flow o f transactions through the accounting system. Unless
otherwise noted in the working papers for a specific engagement, it is our policy
not to rely on accounting controls because:
• There is inadequate segregation o f duties in the authorization, execution,
and recording o f transactions and the custody o f related assets.
or

• There is inadequate documentation o f the performance o f control procedures
to permit compliance testing.
or
• The cost to complete a review o f the system or to test compliance would

exceed any cost savings from restricting substantive tests.

SAS No. 1, section 320, discusses the owner/manager involvement:
Accounting control procedures may be performed by personnel in any
appropriate organizational position. In smaller organizations such procedures
may be performed by the owner/manager. In these circumstances, however,
some o f the limitations discussed in paragraph 34 may be particularly applicable.

Paragraph 34 o f section 320 discusses the inherent limitations that the
auditor should recognize in considering the potential effectiveness o f any
accounting control system. Specifically in relation to the owner/manager
involvement, the statement cautions that procedures designed to ensure the
execution and recording o f transactions in accordance with management’s
authorization may be ineffective against errors or irregularities perpetrated
by management.
Owner/manager controls are not fundamentally different from control
procedures perform ed by personnel in other organizational positions, and
they should be evaluated in the same manner. In other words, a specific
control procedure is not ineffective m erely because it is perform ed by an
owner/manager. Therefore, in evaluating an owner/manager control, the
auditor should first consider whether it is adequately designed to provide
reasonable assurance that a control objective can be met. Next, the auditor
should consider whether the owner/manager’s performance o f the control
procedure is an incompatible function. Finally, the auditor should assess the
risk o f override o f the control procedures. O f course, if the control procedure
cannot be relied on, the auditor should not reduce substantive testing.
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COMPUTER ENVIRONMENT
With increasing frequency, small businesses are using minicomputers and
microcomputers to process accounting applications. Some auditors assume
that the use o f a computer necessitates a change in audit logic and auditing
standards. Although a computer may cause audit procedures to change, there
is no change in auditing standards w hen an entity uses a computer to process
important accounting applications.
The methods o f data processing should be considered, including the use
o f computers, in essentially the same way and at the same time that other
significant factors affecting the examination o f the financial statements are
considered.
Consequently, the auditor’s obligation to perform a minimum study and
evaluation o f internal accounting control as discussed in SAS No. 43 is the
same fo r accounting systems in which computers are used to process
accounting information as for manual accounting systems. Thus, the auditor
is still required to understand both the control environment and the flow
o f transactions; the auditor is not required, however, to extend the review
beyond the preliminary phase in either a manual o r an EDP system.
SAS No. 48, The Effects o f Com puter Processing on the Exam ination o f
Financial Statements, states:
The auditor should consider the methods the entity uses to process accounting
information in planning the audit because such methods influence the design
o f the accounting system and the nature o f the internal accounting control
procedures. The extent to which computer processing is used in significant
accounting applications as well as the complexity o f that processing, may also
influence the nature, timing, and extent o f audit procedures.

In a small business, one individual is often responsible fo r all EDP
applications. For example, one em ployee may have unrestricted access to
the computer, enter all accounting transactions on the computer, and maintain
computer files and programs. Generally, when one individual is responsible
for all EDP applications, a material weakness in internal accounting controls
exists since a material error or irregularity could occur and not be detected
in a timely manner by other employees. As a consequence, the auditor w ould
usually place no reliance on controls and w ould not restrict substantive tests.
Ordinarily, identification o f accounting applications processed using a
computer is a part o f the auditor’s understanding o f the flow o f transactions.
W hen a computer system is used as part o f the accounting system, the auditor
should both understand the use o f the computer as it relates to the flow o f
transactions and substantively test computer-generated accounting data.
The auditor’s specific audit objectives do not change when accounting
data is processed by computer. H owever, the methods o f applying audit
procedures to gather evidence may be influenced by the m ethod o f data
processing. The auditor can use either manual audit procedures, computerassisted audit techniques, o r a combination o f both to obtain sufficient,
competent evidential matter. H owever, in some accounting systems that use
computers fo r processing significant accounting applications, it may be
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difficult o r impossible fo r the auditor to obtain certain data fo r inspection,
inquiry, o r confirmation without computer assistance.

COMMUNICATION OF MATERIAL
WEAKNESSES IN INTERNAL
ACCOUNTING CONTROL__________________
Establishing and maintaining an adequate system o f internal accounting
control is the client’s responsibility. As a result o f an audit, however, the
auditor may be in a position to assist the client in discharging that responsibility
by reporting material weaknesses in internal accounting control and making
suggestions for corrective action.
SAS No. 20, Required Com m unication o f M aterial Weaknesses in In ternal
A ccounting Control, requires the auditor to communicate to senior man
agement and the board o f directors (o r its audit committee, if applicable)
material weaknesses in internal accounting control that com e to the auditor’s
attention during the audit, if they have not been corrected b efore com ing
to the auditor’s attention. The auditor is not required to review internal
accounting controls beyond the preliminary review or to specifically design
the audit to search for material weaknesses. SAS No. 20 does not require
the auditor to report weaknesses that are not material; however, it does not
preclude the auditor from reporting such weakness to management if he
chooses to do so.
Many auditors erroneously believe that they are required to identify
material weaknesses in internal accounting controls. SAS No. 20 requires the
auditor to communicate only material weaknesses that have com e to his or
her attention during the examination o f the financial statements in accordance
with GAAS. Furthermore, SAS No. 31, Evidential Matter, does not include as
an audit objective the identification o f material control weaknesses— nor does
SAS No. 22, Plann in g o r Supervision, or any other authoritative pronounce
ment require or imply that material control weaknesses must be identified
before a substantive audit program can be designed.
Although the communication o f material weaknesses also may suggest
corrective action fo r the client’s consideration, it is not required to do so.
The auditor is not required to extend the scope o f the audit to develop
constructive suggestions, but may decide to do so because o f client service
considerations.
The auditor may becom e aware o f material weaknesses in internal
accounting control in three ways: (1 ) w hile obtaining an understanding o f
the control environment and the flo w o f transactions through the accounting
system, (2 ) w hile review ing controls to determ ine whether they can be relied
on to restrict substantive tests, or (3 ) w hile perform ing compliance tests o f
controls. In many small business audits, the auditor does not rely on controls
to restrict substantive tests and, accordingly, does not test compliance with
control procedures. Material weaknesses in internal accounting control are
most likely to com e to the attention o f an auditor o f a small business during
the preliminary phase o f the auditor’s review o f internal control.
Weaknesses may also com e to the auditor’s attention w hile perform ing
substantive tests or completing an internal control questionnaire. As noted
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previously, even if they do not rely on internal accounting controls to restrict
substantive tests, some practitioners use an internal control questionnaire as
a means o f enhancing their understanding o f the accounting system to assist
in the design o f a substantive audit program and the provision o f constructive
suggestions as a client service.
Many firms have policies that require communication o f material weak
nesses in internal accounting control to b e in writing. SAS No. 20 states that
the auditor’s communication preferably should be made in writing— but
written communication is not required. Oral communication, documented
in the auditor’s w orking papers, also satisfies the requirements o f SAS No.
20. SAS No. 20 does not provide specific guidance on the type and extent o f
documentation that the w orking papers should include. H owever, either the
preparation o f a memorandum that indicates the specific material weaknesses
(o r a summary o f them ) communicated to the client or an indication on an
internal control questionnaire which weaknesses w ere communicated to
management w ou ld be sufficient to show that the auditor has com plied with
SAS No. 20. In addition, the documentation should include the date o f the
communication and an indication o f w hom the weaknesses w ere comm u
nicated to.
If material weaknesses are communicated orally, some practitioners have
the client acknowledge in the representation letter that the auditor has
reported them to the client. This could be accomplished by adding the
follow in g section to the representation letter:
We acknowledge that you have brought to our attention the following material
weaknesses in our system o f internal accounting control: (List)

Inadequate controls may result from limited segregation o f duties because
o f a small number o f employees. Such weaknesses are com m on in small
businesses. Usually, the client does not believe that correction o f the weakness
is cost-beneficial. Nevertheless, SAS No. 20 requires such weaknesses to be
communicated to the client. (H ow ever, paragraph 9 o f SAS No. 20 states that
if the client does not believe that corrective action is practicable, the auditor
may communicate the weaknesses in summary form; detailed communication
o f the circumstances and related weaknesses is not required.) The practicality
o f correcting a material weakness does not change the SAS No. 20 requirement
that material weaknesses must be communicated. In addition, continuing
weaknesses that have been reported in prior audits must either be com 
municated again or referenced to past communications.
When the auditor communicates material weaknesses in writing, he or
she may also elect to express assurance on the client’s system o f internal
accounting control based solely on a study and evaluation made as a part o f
an audit o f the financial statements. Assurance is expressed if the auditor (1 )
indicates in a written report that the study and evaluation did not disclose
any material weaknesses in internal accounting control or (2 ) indicates that
the study and evaluation did not disclose material weaknesses other than
those noted. (An example o f a communication o f material weaknesses in
summary form is presented in exhibit 3.1.)
According to an interpretation (AU 9642.31- 32) o f SAS No. 30, Reporting
on In tern al A ccounting Control, the report should include the follow in g
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C om m unication o f M aterial W eaknesses
in Sum m ary Form

Exhibit 3.1

To the Board o f Directors o f Trinity Company:
This letter presents our comments regarding internal accounting control based
on the work w e performed while auditing the financial statements o f Trinity
Company for the year ended December 31, 19X1.*
We performed a minimum study and evaluation o f internal accounting control
solely to assist us in planning and performing our audit. That study and
evaluation was limited to a preliminary review o f the system to obtain an
understanding o f the control environment and the flow o f transactions through
the accounting system. Accordingly, w e do not express an opinion on the
system o f internal accounting control taken as a whole. However, our study
and evaluation disclosed certain conditions, described below, that w e believe
to be a material weakness. A material weakness is a condition in which the
specific control procedures or the degree o f compliance with them do not
reduce to a relatively low level the risk that material errors or irregularities
may occur and not be detected within a timely period by your employees in
the normal course o f performing their assigned functions.
An inadequate segregation o f duties exists with respect to cash transactions
and this results in inadequate control over cash sales, collections o f accounts
receivable, and cash disbursements.
We considered these conditions in determining the audit tests to be applied
in our examination o f your 19X1 financial statements, and this report does not
affect our report on these financial statements dated (date o f report). In
addition, w e have discussed them with owner/manager, who has indicated that,
due to the limited number o f personnel, an adequate segregation o f duties is
not achievable and that the costs o f correcting the weakness would exceed the
benefits that would be derived.
This letter should not be distributed outside the company.

* I f the report on an examination of the financial statements is qualified because of a
restriction on the scope of the examination, the restriction and its effect on the evaluation
of the system of internal accounting control should be indicated in the report.
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items listed in paragraph 48 o f SAS No. 30 if the auditor gives this assurance:
• An indication that it is intended solely fo r management, a specified
regulatory agency, or other specified third party
• A disclaimer o f an opinion on the system o f internal accounting
control taken as a w h ole
• A description o f the weaknesses and an indication that they w ere
considered in determining the audit tests to be applied in the
examination o f the financial statements if the study and evaluation
discloses material weaknesses
If the auditor expresses no assurance on the client’s system o f internal
accounting control based solely on a study and evaluation made as part o f
an audit o f the financial statements (in other words, the auditor only lists
the material weaknesses discovered), the auditor is not required to include
the items listed above.
W hile the letter in exhibit 3.1 expresses no assurance o f the client’s system
o f internal accounting control, the letter does include the points identified
in paragraph 48 o f SAS No. 30, although there is no requirement to do so.

Chapter

4

Designing the Audit Program

When conducting an audit, the aud itor must determine what auditing
procedures to perform . This chapter explains how the aud itor selects p roce
dures that w ill result in an effective and efficient audit in a sm all business
engagement.
The objective o f an audit is to express an opinion on whether financial
statements present fairly the financial position and results o f an entity’s
operations in conformity with generally accepted accounting principles. To
accomplish this objective, the auditor gathers and evaluates evidence by
perform ing audit procedures. The procedures that the auditor plans to use
to gather evidence are outlined in an audit program.
Since the audit program describes the evidence-gathering steps to be
used in the audit, it should be carefully designed. Designing an audit program
involves three major considerations:
1. Deciding what procedures to apply— the nature o f audit tests
2. Deciding when to apply the procedures— the tim ing o f audit tests
3. Deciding which items to apply the procedures to— the extent o f
audit tests
Flowchart 4.1 on page 30 presents an overview o f the structure o f the
audit process. T o design an audit program that is efficient and effective, the
auditor should— 1
1. Identify the client’s assertions regarding each material component
o f the financial statements.
2. Consider the risk o f material misstatement.
3. Establish specific audit objectives relating to the assertions in the
financial statements.
4. Determ ine the audit procedures to b e perform ed to accomplish
the audit objectives.
29
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Flowchart 4.1
A u dit Logic Process

Step

1

Identify clients
assertions
regarding each
material
component of
the financial
statements.

Chapter 4 —“Designing the Audit Program”

2

Consider the
risk of material
misstatement.

Chapter 5—“Audit Risk and Materiality”

3

Establish specific
audit objectives
relating to the
assertions in
the financial
statements.

Chapter 4 —“Designing the Audit Program”

4

Given the
audit objective,
determine the
specific audit
procedures to
be performed.

Chapter 4 —“Designing the Audit Program”

Determine when
to perform the
procedure.

Chapter 7 —“Timing of Audit Tests"

5

(Timing)

6

Determine how
many items the
procedure should
be applied to.
(Extent)

Chapter 8 —“Extent of Testing”
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5. Determ ine when to perform the audit procedures.
6. Determ ine which o f many items to apply audit procedures to.
The six steps illustrated in flowchart 4.1 result in a determination o f the
nature, timing, and extent o f audit tests. Step 2, considering the risk o f
material misstatement, is discussed in chapter 5. Step 5, the timing o f audit
tests, is discussed in chapter 7. Step 6, the extent o f audit tests, is discussed
in chapter 8. Step 1, identifying assertions, step 3, establishing audit objectives,
and step 6, determining procedures, are the foundation o f an effective and
efficient audit approach and are discussed in this chapter.

FINANCIAL STATEMENT ASSERTIONS
According to SAS No. 31 (AU 326), financial statements contain five assertions.
These assertions are the representations o f the client, either explicit or
implicit, about the accounts in the financial statements. The five SAS No. 31
assertions follow.
1. Existence o r Occurrence. Reported assets and liabilities actually exist
at the balance sheet date, and transactions reported in the incom e
statement actually occurred during the period covered.
2. Completeness. All transactions and accounts that should be included
in the financial statements are included, or there are no undisclosed
assets, liabilities, or transactions.
3. Rights and Obligations. The company owns and has clear title to
assets, and liabilities are obligations o f the company.
4. Valuation o r Allocation. The assets and liabilities are valued
properly, and the revenues and expenses are measured properly.
5. Presentation and Disclosure. The assets, liabilities, revenues, and
expenses are properly classified, described, and disclosed in the
financial statements.

DEVELOPING AUD IT OBJECTIVES
A misrepresentation o f any o f the five financial statement assertions could
cause a material misstatement in the financial statements. The auditor should
consider the risk o f material misstatement for each assertion in the financial
statements, and then obtain evidence to support the financial statement
assertions to reduce the risk o f material misstatement to an acceptably low
level. T o determ ine what type o f evidence to obtain, the auditor develops
specific audit objectives related to each assertion.
In determining audit objectives, the auditor should evaluate each o f the
five assertions as they relate to the specific account balance or class o f
transactions being examined. For example, if the auditor is attempting to
gather evidence on the assertion o f existence o f inventory, the auditor’s
objective w ou ld be to gather evidence that inventory included in the balance
sheet physically existed at the date o f the balance sheet.
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R elationship o f A ssertions an d Objectives
fo r Inventory
Financial Statement Assertion

Existence or occurrence
Completeness

Rights and obligations

Valuation or allocation
Presentation and disclosure

Figure 4.1

Illustrative Audit Objectives

— Inventories included in the balance
sheet physically exist.
— Inventory quantities include all
products, materials, and supplies on
hand.
— Inventory quantities include all
products, materials, and supplies
owned by the client that are in
transit or stored at outside
locations.
— Inventory listings are accurately
compiled and the totals are
properly included in the inventory
accounts.
— The entity has legal tide or similar
rights o f ownership to the
inventory.
— Inventories are properly stated at
cost (except when market is lower).
— Inventories are properly classified
in the balance sheet as current
assets.

An example o f the relationship betw een financial statement assertions and
audit objectives fo r inventory is shown in figure 4.1.

AUD IT TESTS
After the auditor has determ ined the audit objectives, the method o f achieving
the objectives should be selected. Although these methods are referred to
by various names such as audit procedures, audit techniques, and audit tests,
they represent the evidence-gathering methods auditors use. The basic
requirement for determining audit procedures, according to SAS No. 31 (AU
326.12), is that:
The procedures adopted should be adequate to achieve the audit objectives
developed by the auditor, and the evidential matter obtained should be
sufficient for the auditor to form conclusions concerning the validity o f the
individual assertions embodied in the components o f financial statements.

Some audit procedures can satisfy a combination o f audit objectives for
a given account balance o r class o f transactions. For example, the auditor’s
observation o f a physical inventory count can provide evidence that inven
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tories physically exist and that inventory quantities include all products,
materials, and supplies on hand.
Audit tests or procedures can be classified or categorized in a variety o f
ways. The most com m on classifications are by purpose o f the test or by type
o f test.

Purpose o f the Test
According to SAS No. 1 (AU 320.59 and 320.74), there are two possible
purposes o f audit tests:
1. T o determine if internal accounting control procedures are being
applied as prescribed. These tests are called com pliance tests.
2. T o determ ine if material dollar or disclosure misstatements exist in
the financial statements. These tests are called substantive tests.
If the auditor’s objective in designing and perform ing a procedure is to
provide reasonable assurance that accounting control procedures are being
applied as prescribed, the procedure is considered a compliance test even
if the results o f the procedure also provide evidence o f material dollar or
disclosure misstatements. If the auditor’s objective in designing and perform 
ing a procedure is to obtain evidence as to whether material dollar or
disclosure misstatements exist, the procedure is considered a substantive
test even if the results o f the test also provide some assurance as to the
auditor’s reliance on the internal accounting controls.
Some audit tests are designed to achieve the purposes o f both compliance
and substantive procedures. Those tests are classified as dual-purpose tests.
H owever, to be considered a dual-purpose test, the test should be designed
and perform ed at a time and to the extent necessary to achieve the objectives
o f both substantive and compliance testing. Tests that are specifically designed
and perform ed to serve both purposes provide the auditor with information
sufficient to reach conclusions regarding the reliability o f the internal
accounting control procedures as w ell as information sufficient to reach
conclusions regarding the validity and propriety o f the accounting treatment
o f transactions and balances.
If the client has established a strong system o f internal accounting control,
the auditor may decide to restrict substantive testing by, in effect, relying on
the client’s internal accounting controls to prevent or detect material
misstatements. Since the auditor’s substantive testing is affected by the quality
o f the internal accounting control system, the auditor is concerned with
whether the controls established by the client are working. The role o f
compliance tests is to determine if these controls actually function.
As discussed in chapter 3, the most effective and efficient audit strategy
for a small business engagement generally is to place little or no reliance
on internal accounting control. If a decision is made to rely on controls o f
a small business, the auditor evaluates how the controls im prove the reliability
o f financial information and thus the probability that financial statement
assertions are adequately supported. In other words, if the auditor plans to
rely on a control, that control should be linked to a specific financial statement
assertion. In addition, the auditor should consider how the control improves
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the reliability o f financial information and decreases the probability o f a
material misstatement regarding that financial statement assertion. As a result,
the auditor may be able to reduce substantive testing. If a control cannot be
linked to a specific assertion, compliance-testing the control is inefficient
since the control cannot be relied on to reduce substantive testing. H owever,
the auditor may test such controls for client-service reasons.

Type o f Test
Auditors perform four types o f tests:
1.
2.
3.
4.

Analytical review procedures
Observation and inquiry
Tests o f transactions
Tests o f balances

The relationship o f audit tests by purpose to audit tests by type is shown in
figure 4.2 on page 35.

Analytical Review Procedures
Analytical review procedures are substantive tests o f financial information
made by study and comparison o f the relationships among data. They focus
on the reasonableness o f the relationships and the identification o f unusual
fluctuations in data. Analytical review procedures are discussed in SAS No.
23, Analytical Review Procedures, and in chapter 6.
Analytical review procedures are considered substantive tests because
they identify potential material dollar misstatements in the financial state
ments. For example, a significant increase in the gross margin percentage
from the previous year could b e caused by an overcounting o r overpricing
o f ending inventory. When a potential misstatement is identified, it should
be further investigated and satisfactorily resolved.

Observation and Inquiry
Compliance with control procedures that leave no audit trail o f documentary
evidence is usually tested by observation and inquiry. Auditors make inquiries
o f different individuals and conduct observation tests to determine w ho
perform s a particular activity o r h ow or when the activity is done. For
example, the auditor may ask different individuals about w ho posts to the
receivables ledger, the auditor may observe w h o prepares the bank recon
ciliation, o r the auditor may observe w hen cash is deposited in the bank.
Observation and inquiry can also b e used as substantive tests. For example,
an audit procedure such as observation o f a physical asset to determ ine that
it exists is a substantive test relating to the existence assertion. Likewise,
inquiries regarding subsequent events w ould be a substantive test because
they provide evidence regarding the adequacy o f disclosures in the financial
statements.

Tests o f Transactions
Tests o f transactions consist o f the examination o f the documents and
accounting records involved in the processing o f specific transactions. Such
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Figure 4.2

M atrix o f A u dit Tests b y P urpose an d
Type

Purpose o f Test

Type
of
Test

Substantive
Test (AU 320.74)

Compliance
Test (AU 320.63)

Analytical Review
Procedures

Yes
Example A

No

Observation and
Inquiry

Yes
Example H

Yes
Example B, C

Tests of Transactions

Yes
Example D

Yes
Example E, F

Tests o f Balances

Yes
Example G, H

No

Examples:

A— Comparison o f this year’s expenses with last year’s expenses
B— Observation by auditor that cash is deposited daily by a specific clerk
C— Inquiry by auditor about who deposits cash and how often
D— Examination of invoices to support additions (specific transactions) to fixed assets
account during year
E— Examine sales invoices to see if initials o f credit manager are there to indicate a
credit file and credit approval (Inspection Test).
F—Vouch from sales invoices to credit files to see if customer has a credit file and
has been approved for credit (Reperformance Test).
G— Confirmation o f year-end balances in accounts receivable
H— Observation of the existence of a building

tests can accomplish both compliance and substantive objectives and are
sometimes used as dual-purpose tests.
Compliance objectives are accomplished w hen the auditor examines
transaction documentation to determ ine if internal accounting controls have
been applied as prescribed. Compliance tests o f transactions can be classified
as either inspection tests or reperformance tests. If the auditor examines
documentation, the compliance test is classified as an inspection test.
Alternatively, if the auditor repeats a control procedure perform ed by the
client, the compliance test is classified as a reperformance test. For example,
a control procedure may require em ployees to match vendors’ invoices with
purchase orders and receiving reports and then initial the invoices to indicate
that the procedure was performed. If the auditor tests the control by
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examining invoices for initials, the test is an inspection test. If the auditor
tests the control by comparing vendors’ invoices with purchase orders and
receiving reports, the test is a reperformance test. Regardless o f whether the
auditor tests by inspection o r reperformance, the test is a compliance test
o f transactions.
The substantive objective o f tests o f transactions is accomplished w hen
the auditor examines transaction documentation to determine if dollar errors
exist in a balance. For example, if the auditor examines documentation
supporting individual charges (debits) to an equipment account to determine
that the account balance is fairly stated, the test is classified as a substantive
test o f transactions.

Tests o f Balances
Tests o f balances consist o f examination o f evidential matter directly sup
porting the ending balance in an account. Tests o f balances are substantive
tests designed to identify misstatements by a direct test o f the ending balance
rather than by testing the transactions that make up that balance.
Substantive tests o f transactions and tests o f balances are interrelated in
that each class o f transactions affects a related account balance. Since financial
statement amounts are the accumulation o f transactions, an auditor may test
the transactions that enter the account (that is, the debits and credits), the
account balance itself (that is, the ending balance), or both.

LINKING AUD IT PROCEDURES TO
OBJECTIVES_________
________
To design an audit program, the auditor should select audit procedures that
achieve specific audit objectives developed from the five broad assertions
for each material account balance in the financial statements.
In selecting audit procedures to achieve the audit objectives developed,
an auditor considers the follow ing, according to SAS No. 31 (AU 326.11):
• The extent o f reliance, if any, to be placed on internal accounting
control
• The relative risk o f errors or irregularities
• The expected efficiency and effectiveness o f possible audit procedures
• The nature and materiality o f the items being tested
• The kinds and com petence o f available evidential matter
• The nature o f the audit objective to be achieved

THE COMPLETENESS ASSERTION
SAS No. 31 (AU 326.05) discusses the completeness assertion:
Assertions about completeness deal with whether all transactions and accounts
that should be presented in the financial statements are so included. For
example, management asserts that all purchases o f goods and services are
recorded and are included in the financial statements. Similarly, management
asserts that notes payable in the balance sheet include all such obligations o f
the entity.
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Substantive tests that provide assurance regarding the completeness
assertion are those that provide evidence about whether all transactions have
been captured by the client’s accounting system and are included in the
financial statements.
Gathering evidence about whether all transactions have been recorded is
one o f the most difficult audit objectives to achieve. Evidence o f completeness
can b e even m ore difficult to obtain w hen a client does not have a go o d
system o f internal accounting control or has only an informal record-keeping
system. Because these two characteristics often apply to small business,
satisfying the completeness objective can be difficult for the auditor in a
small business engagement.
Completeness relates to whether all items have been included in the
financial statements. The completeness assertion is violated if a transaction
o r account is omitted from the financial statements. If a transaction is m erely
recorded in the w ron g account, there is no violation o f the completeness
assertion since the transaction is still recorded in the financial statements.
In such a situation, the accounts are not incorrect because o f a completeness
error; rather, they are incorrect because o f a classification error. A classification
error is a violation o f the presentation and disclosure assertion.
For many accounts, the completeness assertion is the most difficult to
test. The difficulty arises because the auditor must gather evidence about
potential unrecorded items. Sources o f audit evidence regarding unrecorded
items often are not readily available.

Lack o f Evidence
T o give an unqualified opinion, the auditor must gather sufficient, competent
evidential matter to reduce the level o f audit risk to an appropriately lo w
level. SAS No. 31 (AU 326.22) provides the follow in g guidance w hen the
auditor is unable to gather sufficient evidence to be satisfied regarding the
completeness assertion:
To the extent the auditor remains in substantial doubt about an assertion o f
material significance, he must refrain from forming an opinion until he has
obtained sufficient competent evidential matter to remove such substantial
doubt or he must express a qualified opinion or a disclaimer o f opinion.

SAS No. 16, The Independent Auditor's Responsibility f o r the D etection o f
Errors o r Irregularities, (AU 327.12) states:
The auditor cannot be expected to extend his auditing procedures to seek to
detect unrecorded transactions unless evidential matter obtained during his
examination indicates that they may exist. For example, an auditor ordinarily
would not extend his auditing procedures to seek failures to record the receipt
o f cash from unexpected sources. (Emphasis added).

Some auditors erroneously interpret that statement to mean that an auditor
n eed only design procedures to test the completeness assertion if information
that indicates transactions have not been recorded comes to his or her
attention. However, SAS No. 31 requires the auditor to obtain evidence
concerning inclusion in the financial statements o f all types o f transactions
that the auditor has reason to believe have occurred based on the auditor’s
know ledge o f the client and the industry in which it operates. The excerpt
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from SAS No. 16 refers to transactions that an auditor has no reason to
believe have occurred. For example, an auditor w ou ld not be expected to
design tests to obtain evidence that the client had not entered into unrecorded
com m odity futures contracts if the purchase o f such contracts has never
been a part o f the client’s operations in the past and is not usually done in
the client’s industry.
The results o f a recent research study on audit problems encountered in
small business engagements (Auditing Research Monograph No. 5) indicate
that many practitioners sometimes accept client representations as sufficient
audit evidence w hen completeness o f recorded transactions cannot be
substantiated.1 Client representations are part o f the evidential matter the
auditor gathers, but they should not be used as a substitute for the performance
o f those procedures considered necessary to form an opinion on the financial
statements. An auditor cannot rely on client representations alone as sufficient
audit evidence to substantiate the completeness o f account balances and
classes o f transactions. W hen an auditor is unable to form an opinion, even
though representations from the client have been received, there is a
limitation on the scope o f the examination that precludes the auditor from
issuing an unqualified opinion (SAS No. 19, AU 333.12).

Internal Accounting Controls for Com pleteness
Internal accounting controls for completeness include policies and p roce
dures that are designed (1 ) to count or otherwise identify transactions
executed by the entity and (2 ) to provide reasonable assurance that all
transactions have been accurately recorded by the accounting system. For
example, completeness controls over purchases can include reconciliation
o f all prenum bered receiving reports (which w ou ld be required fo r all
goods received) to recorded purchases and investigation o f receiving reports
that are missing, not recorded, or not otherwise accounted for. Many auditors
prefer to rely on controls w hen gathering evidence o f completeness since
extensive substantive tests for completeness may be m ore difficult to design
than those for other SAS No. 31 assertions.
If the auditor plans to rely on internal accounting controls over com plete
ness, compliance tests should be perform ed to determine that the controls
are w orking as prescribed. If the results o f compliance tests justify reliance
on completeness controls, the auditor may restrict, but not eliminate,
substantive procedures designed to obtain evidential matter regarding the
completeness assertion. Taken alone, reliance on internal-accounting-control
procedures does not constitute sufficient competent evidential matter re
garding the completeness assertion. In addition, small businesses often lack
segregation o f duties, which usually prevents the auditor from relying on
internal accounting controls— including controls to achieve completeness.
As a result, it is necessary to perform substantive tests o f the completeness
assertion.

1. D. D. Raiborn, Auditing Research Monograph No. 5,
Business Engagements, (New York: AICPA, 1982), 74.

Audit Problem s E ncountered in Sm all
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Substantive Tests
Many substantive tests are o f limited usefulness in detecting errors o f
omission because they are usually applied to recorded amounts. Unrecorded
transactions are not included in the account balances o r classes o f transactions
to which the auditor applies substantive tests.
O f all the financial statement assertions, only completeness involves
consideration o f whether there are material amounts that are not included
in the account balance or class o f transactions being tested. Therefore,
substantive tests o f the completeness assertion differ somewhat from sub
stantive tests o f other financial statement assertions. The difference is
highlighted by the follow in g excerpt from SAS No. 31 (AU 326.11):
In designing substantive tests to achieve an objective related to the assertion
o f existence or occurence, the auditor selects from items contained in a
financial statement amount and searches for relevant evidential matter. On the
other hand, in designing procedures to achieve an objective related to the
assertion o f completeness, the auditor selects from evidential matter indicating
that an item should be included in the relevant financial statement amount
and investigates whether that item is so included.

Substantive tests can be designed to provide evidential matter to support
a conclusion that specific account balances are not misstated by amounts
that w ould cause the financial statements, taken as a whole, to b e materially
misstated because o f unrecorded transactions.
Important sources o f evidential matter for completeness include source
documents, such as order logs, shipping and receiving documents, and
checks. O ne com m on test o f completeness involves tracing amounts from
source documents to amounts recorded in the accounting records. For
example, the auditor may vouch selected cash disbursements after the end
o f the audit period to test the completeness o f amounts recorded as accounts
payable at the balance sheet date. Other substantive procedures that provide
evidence concerning the completeness o f financial statement account balances
include the following: •
• Sales-and-purchases cutoff procedures that include tracing shipping
and receiving documents processed after the audit period to account
ing records for the proper period.
• Analytical review procedures in which the auditor investigates rela
tionships among data that indicate a financial statement account or
balance may be understated. For example, the auditor may obtain
evidence that all interest-bearing debt is recorded by examining the
relationship betw een recorded interest expense and the average
balance o f interest-bearing debt outstanding for the period. Dispro
portionate relationships based on the auditor’s know ledge o f interest
rates should be investigated. O ther examples include: a comparison
o f investment incom e to average investments for the period to test
whether incom e earned on investments is recorded; the relationship
o f average pay times number o f em ployees to payroll expense to
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•

•

•

•

substantiate that salaries are recorded; and the relationship o f m em 
bership fee revenue to the number o f members o f an organization.
Confirmations o f balances or transactions designed to identify unre
corded amounts, such as accounts payable confirmations that request
the creditor to specify the amount o f the client’s obligation.
Tests o f bank reconciliations, including examination o f checks clearing
the bank after the audit period to identify cash disbursements
processed but not recorded o r inappropriately recorded in the
subsequent period.
Reading the minutes o f the meetings ( o f the) board o f directors and
stockholders and tracing transactions authorized in the minutes to
amounts recorded in the accounting records.
Overall reconciliations using financial and nonfinancial data, such as
“proofs” o f cash and sales.

Chapter

Audit Risk and Materiality

In rendering an unqualified op in ion on fin a n cia l statements the auditor
indicates that the risk o f a m aterial misstatement in the fin a n cia l statements
has been reduced to an acceptably low level— that is, the au d itor provides
reasonable assurance that the fin a n cia l statements are fa irly presented in
conform ity with generally accepted accounting principles. Audit risk and
m ateriality— the cornerstones o f reasonable assurance— and their applica
tion to a sm all business engagement are discussed in this chapter.
In rendering an unqualified opinion that states “In our opinion, the financial
statements present fa irly . .. in conformity with generally accepted accounting
principles . .. ” , the auditor is giving implicit recognition to the concepts o f
audit risk and materiality. The existence o f audit risk is implicit in the phrase
“ in our opinion.” Materiality is implicit in the phrase “ presents fairly in
conformity with generally accepted accounting principles.”

AUDIT RISK
SAS No. 47, Audit Risk and Materiality in Conducting an Audit, defines audit
risk as “the risk that the auditor may unknowingly fail to appropriately
m odify his opinion on finanical statements that are materially misstated.” In
other words, audit risk is the risk that the auditor w ill give an unqualified
opinion on financial statements that are materially incorrect.
In addition to audit risk, the auditor is also exposed to business risk in
every audit engagement. Business risk is the risk that the auditor’s professional
practice w ill suffer loss o r injury from litigation o r adverse publicity in
connection with an examination o f financial statements. Business risk is
present even though the auditor conducts the examination in accordance
with generally accepted auditing standards. For example, the auditor may
conduct a proper audit and yet be sued by a disgruntled ow ner because o f
failure to find an immaterial em bezzlement. Even though the auditor may
w in the lawsuit in such circumstances, that auditor’s professional reputation
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may be damaged. This type o f risk differs from audit risk. Business risk
cannot be used to reduce audit risk under generally accepted auditing
standards.
Figure 5.1 on page 43 illustrates the concept o f audit risk. SAS No. 47
addresses only audit risk, which is shown as situation A in figure 5.1. Situation
B is described in footnote 2 o f SAS No. 47 but is not discussed further.
Footnote 2 states that audit risk does not include the risk that the auditor
w ou ld erroneously conclude that the financial statements are materially
misstated. Ordinarily, in situation B, the auditor w ould reconsider or extend
auditing procedures and request that the client take specific steps to determine
whether the financial statements are materially misstated. Generally, those
steps w ould lead the auditor to the appropriate conclusion that the financial
statements are, in fact, fairly stated.
Financial statements may be materially misstated if any o f the five assertions
discussed in chapter 4 is not true for an account o r class o f transactions and
the effect is material. The auditor should assess which errors and irregularities
are likely to cause material assertions in the financial statements to be untrue
and concentrate on those errors and irregularities. The auditor’s assessment
o f risk and materiality should drive audit evidence decisions. For example,
in auditing accounts payable the auditor typically assesses the risk o f a
material misstatement in the financial statements to be m ore likely to occur
with the assertion o f completeness (understatement). Thus, for accounts
payable the auditor seeks a greater degree o f assurance about the com plete
ness assertion since audit risk is higher.

Risk Com ponents
SAS No. 47 states that audit risk consists o f three components:
1. Inherent risk is the susceptibility o f an account balance or class o f
transactions to error that could be material, when aggregated with
error in other balances o r classes, assuming that there w ere no
related internal accounting controls. The risk o f such error is greater
for some balances or classes than fo r others. For example, com plex
calculations are m ore likely to be misstated than simple calculations.
Cash is m ore susceptible to theft than an inventory o f coal. Accounts
consisting o f amounts derived from accounting estimates pose
greater risks than do accounts consisting o f relatively routine, factual
data. External factors also influence inherent risk. For example,
technological developments might make a particular product o b 
solete, thereby causing inventory to be m ore susceptible to over
statement.
2. C on trol risk is the risk that error which may occur in an account
balance or class o f transactions and that could be material, when
aggregated with error in other balances o r classes, w ill not be
prevented or detected on a timely basis by the system o f internal
accounting control. Control risk is a function o f the effectiveness o f
internal accounting control. Some control risk w ill always exist
because o f the inherent limitations o f any system o f internal
accounting control.
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F igu re 5.1

A u dit Risk M atrix
Audit Evidence Indicates

Client’s Financial Statements Are:

Fairly Stated in
Conformity
With GAAP
Accept
(unqualified opinion)
Reject
(qualified or
adverse opinion)

Materially
Misstated

Good
Decision

A

B

Good
Decision

3. D etection risk is the risk that the auditor’s procedures w ill lead to
the conclusion that error in an account balance or class o f transactions
that could be material, w hen aggregated with error in other balances
or classes, does n o t exist— when, in fact, such error does exist.
Detection risk is a function o f the effectiveness o f auditing procedures
and o f their application by the auditor. It arises partly from
uncertainties that exist w hen the auditor does not examine 100
percent o f an account balance or class o f transactions and partly
because o f other uncertainties that exist, even if 100 percent o f the
balance or class has been examined. Other uncertainties arise
because an auditor might select an inappropriate auditing procedure,
misapply an appropriate procedure, or misinterpret audit results.
These other uncertainties can be reduced to a negligible level
through adequate planning and supervision and conduct o f a firm ’s
audit practice in accordance with appropriate quality control stand
ards.
Inherent risk and control risk differ from detection risk in that they exist
independently o f the audit o f the financial statements. Inherent risk and
control risk are functions o f the client and its environment, regardless o f
whether an audit is conducted. Detection risk, on the other hand, relates to
the auditor’s procedures and can be changed at the auditor’s discretion.
The components o f audit risk are illustrated in exhibit 5.1 on page 44. In
every audit there are numerous account balances o r classes o f transactions
that may have material errors. The susceptibility o f an account balance or
class o f transaction to material errors— in other words, inherent risk— is
represented by the spigot in exhibit 51. The sieves represent the means by
which the client and the auditor attempt to rem ove material errors from the
financial statements. The auditor has no way o f knowing h ow many errors
exist. In fact, there may be no material errors in the account balances or
classes o f transactions.
The assessment o f the potential fo r material errors occurs when the
auditor considers inherent risk.
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A u dit Risk Illustration

Exhibit 5.1
Inherent Risk

ERRORS LIKELY TO OCCUR
IN CLIENT'S FINANCIAL
STATEMENTS

Control Risk

ERRORS THAT BYPASS CONTROLS

ERRORS NOT DETECTED
BY CONTROLS

Detection Risk

ERRORS CAUGHT BY AUDITOR
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The client may install a system o f internal accounting control to detect
material errors and rem ove them from the accounting system. In exhibit 5.1,
the first sieve represents the client’s system o f internal accounting control.
Ideally, the control system should detect all material errors before they enter
the financial statements. Sometimes the control system may not detect a
material error even though the error went through the control system filter.
For example, there may be a weakness or breakdown in the client’s system
that allows an error to remain undetected.
Sometimes, there may be material errors that bypass the client control
system, as illustrated by the spillover in exhibit 5 .1. The control system has
no opportunity to rem ove such errors. This could be the case, fo r example,
in a small business that has either no o r a very lim ited control system. Even
w hen a client has an excellent system o f internal accounting controls, certain
accounting errors can bypass the system because o f special circumstances.
For example, if a client had an unusual exchange o f nonmonetary assets, no
internal accounting controls may have been established to detect an error
in this special circumstance.
If the client’s system o f internal accounting control does not detect and
rem ove errors, they w ill flo w through and be included in the financial
statements. The auditor’s responsibility is to design audit procedures that
provide reasonable assurance that material errors do not remain in the
financial statements. In exhibit 5.1, the auditor’s procedures are represented
by the final sieve.
The auditor w ill never have absolute assurance that no material errors
exist in the financial statements. From a cost-benefit perspective, an audit
providing absolute assurance that no material errors exist in the financial
statements is impractical. Thus, the auditor designs audit tests to provide
reasonable assurance that there are no material errors in the financial
statements. There is always some risk that: (1 ) a material error w ill exist; (2 )
it w ill not be detected by the client’s system o f internal accounting control;
(3 ) it w ill not be detected by the auditor; and (4 ) it w ill affect the financial
statements. The auditor’s responsibility is to reduce audit risk to an acceptably
lo w level.
Both tests o f details (tests o f balances and tests o f transactions) and
analytical review procedures are the means by which the auditor detects
material errors.

Risk Assessment and Planning
In planning the audit engagement, the auditor should assess inherent risk
and control risk to determine h ow much detection risk can be accepted
w hile still restricting audit risk to an acceptably lo w level. As the auditor’s
assessment o f inherent risk and control risk decreases, the acceptable level
o f detection risk increases. The auditor should not rely com pletely on the
assessments o f inherent risk and control risk to the exclusion o f perform ing
substantive tests. For a small business with limited segregation o f duties, the
auditor often assesses inherent risk and control risk at their maximum and
relies com pletely on substantive tests to reduce audit risk to an acceptably
lo w level.
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In assessing inherent risk and control risk, the auditor should consider
information obtained about the client, its industry, its operations, the control
environment, as w ell as the flow o f transactions through the accounting
system. Based on that assessment, the auditor determines an audit strategy.
The auditor may make either separate or com bined assessments o f inherent
risk and control risk.
The auditor should have an appropriate basis fo r making an assessment
that either inherent risk o r control risk is less than the maximum. Such a
basis may be obtained from, among other factors, the use o f questionnaires
or checklists and the study and evaluation o f internal accounting control.
W hen the scope o f substantive tests is restricted because control risk is
assessed as being less than 100 percent, that control-risk assessment should
be supported by compliance tests.

Exam ple o f Risk Assessment
Exhibit 5.2 on page 47 shows three hypothetical audit engagements and h ow
the auditor might assess the appropriate risk level in each engagement. In
situation A, the auditor assesses inherent risk to be average and control risk
to be lo w because the client has a g o o d system o f controls. Consequently,
the auditor decides that detection risk can be relatively high and performs
limited substantive testing. Situation A is representative o f many large business
audit engagements.
In situation B, the auditor assesses inherent risk as average and control
risk as high. As a result, the auditor decides that detection risk should be
lo w and perform s extensive substantive testing, consisting o f tests o f details
and analytical review procedures. This situation is representative o f many
small business audit engagements.
In both situations above, inherent risk is average (that is, b elo w the
maximum), and the auditor must have a basis for assessing that reduction.
For example, the auditor may use a questionnaire that documents such
inherent risk factors as com plexity o f accounting transactions, technological
factors, industry factors, and the susceptibility o f transactions to error o r loss.
Situation C presents another set o f possibilities often encountered in small
business engagements. In situation C, the auditor assesses inherent risk as
high and places minimal reliance on internal accounting controls to detect
errors (fo r example, the auditor may be relying on completeness controls).
T o reduce audit risk to an acceptable level, the auditor perform s extensive
tests o f details. In situation C, the auditor performs m ore audit detection
w ork than in situation B, even though some reliance is placed on internal
accounting controls because, in situation C, the auditor assessed inherent
risk to be at a higher level than in situation B.
Even in situations w here the auditor did n ot detect a material error that
entered the financial statements, that auditor may nevertheless have p er
form ed the audit in accordance with generally accepted auditing standards.
As noted earlier, an audit gives reasonable— but n ot absolute— assurance
that no material errors exist in the financial statements.
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E xh ib it 5.2

Risk Assessm ent

Case A

Legend:

IR = Inherent Risk
CR = Control Risk
DR = Detection Risk
AR = Audit Risk

Case B

Case C
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Quantifying Risk
The auditor’s assessments o f audit risk and its components o f inherent risk,
control risk, and detection risk are matters o f professional judgm ent. W hile
the auditor may use quantitative tools such as decision tables and structured
aids such as questionnaires to assist in assessing risk components, the ultimate
assessment o f audit risk is based on professional judgment.
Some auditors confuse audit risk with risks associated with statistical
sampling and thus erroneously assume that all audit risk can be quantified.
Statistical sampling can be used to quantify the risk o f error in determining
the extent o f audit testing; that is, by using statistical sampling techniques,
the auditor can quantify the risk o f relying on the results o f applying a
procedure to a sample, rather than to 100 percent o f the items in an account
balance or class o f transactions. H owever, quantitative assessment o f risk
using statistical sampling techniques is only one elem ent o f audit risk. As
noted previously, audit risk is com posed o f control risk, detection risk, and
inherent risk. Detection risk, which relates to audit procedures, is a function
o f the nature and timing o f audit procedures as w ell as o f the extent o f their
application.
Generally accepted auditing standards do not require the auditor to
quantify risk o r to perform any additional analyses o f risk. Those standards
simply require the auditor to plan the audit so that there is a lo w level o f
risk that an unqualified opinion w ill be expressed when, in fact, the financial
statements are materially misstated.

MATERIALITY
SAS No. 47 states that audit risk is “ the risk that the auditor may unknowingly
fail to appropriately m odify his opinion on financial statements that are
m aterially (emphasis added) misstated.” As SAS No. 47 observes, audit risk
and materiality should be considered together in determining the nature,
timing, and extent o f auditing procedures and in evaluating the results o f
those procedures.
Materiality is the criterion used by accountants and auditors to distinguish
between unimportant and important matters. Obviously, some errors and
misstatements could be included in the financial statements without pre
cluding the auditor from expressing an opinion that the financial statements
are fairly presented in conformity with generally accepted accounting
principles. The auditor’s consideration o f materiality is a matter o f professional
judgment and is influenced by a perception o f the needs o f the users o f the
financial statements. In determining the materiality o f an item, the auditor
should consider the nature and amount o f the item in relation to the financial
statements being examined.

In Planning
In planning the audit, materiality should be view ed as an allowance for likely
and potential undetected errors. O f course, in planning, the auditor cannot
anticipate all o f the factors that w ill ultimately influence judgment about
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materiality in the evaluation o f audit findings at the com pletion o f the
examination. Thus, materiality in planning may differ from materiality used
in evaluating results at the conclusion o f the audit. If the materiality amount
used in evaluating audit findings is significantly reduced from the amount
used in planning, the auditor should reevaluate the sufficiency o f the auditing
procedures that w ere perform ed based on planning materiality. For example,
an auditor may propose audit adjustments that significantly lo w er revenues.
As a result o f these adjustments, the auditor’s assessment o f materiality at
the conclusion o f the audit may be reduced (fo r example, from $1,000 to
$500). In view o f the low er threshold o f materiality, the auditor should
evaluate whether the audit evidence obtained is sufficient.

Quantifying Materiality
Although professional standards do not require the auditor to identify a
specific amount as material during either the planning or evaluation stage
o f the audit, many auditors prefer to quantify materiality w hen planning the
audit. W hile no authoritative body has established specific guidelines for
materiality, som e auditors believe that there are certain rules-of-thumb that
can be used in making a preliminary assessment o f materiality.
Generally, auditors agree that materiality guidelines should be relative
rather than absolute. In other words, materiality is usually set as a percentage
rather than an absolute amount. For example, an absolute amount such as
$100,000 may be immaterial to a large, multinational corporation but very
material to a small, closely held company. T o apply percentage guidelines,
auditors must determine what base to use. Generally, auditors select a base
that is relatively stable and predictable. Bases com m only used include net
incom e b efore taxes, revenues, and total assets. Because financial statements
are interrelated, and also for reasons o f efficiency, auditors normally consider
materiality in terms o f the smallest amount that w ou ld be material to the
financial statements. Generally, misstatements becom e material to income
before they becom e material to the balance sheet. As a consequence, net
incom e before taxes is often selected as the base.
In small business audits, auditors sometimes make a number o f significant
audit adjustments. Thus, incom e before taxes may vary too much to be useful
as a base. When net incom e b efore taxes is not used as a base, auditors
sometimes use either total revenue or an average o f net incom e fo r several
prior periods.

Examples
A com m on rule-of-thumb for materiality is 5 to 10 percent o f pretax income.
Some auditors apply this rule-of-thumb so that items that are less than 5
percent o f normal pretax incom e are considered immaterial, w hile items
that are m ore than 10 percent are material. For items betw een 5 and 10
percent, judgment is applied. For example, w hen unusual factors exist
(perhaps the company is about to be sold for a multiple o f audited earnings)
auditors w ould tend to classify items between 5 and 10 percent as material.
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M ateriality T ab le

F ig u r e 5.2

Larger o f Total Revenues o r Total Assets is:
Over

$
30
100
300
1
3
10
30
100
300
1
3
10
30

0
thousand
thousand
thousand
million
million
million
million
million
million
billion
billion
billion
billion

B u t not over

$ 30
100
300
1
3
10
30
100
300
1
3
10
30

thousand
thousand
thousand
million
million
million
million
million
million
billion
billion
billion
billion

Times

.054
.029
.018
.0125
.0083
.006
.004
.00272
.0019
.00125
.00087
.00058
.0004
.00027

Plus

0
750
1,850
3,500
7,700
14,600
34,600
73,000
155,000
350,000
730,000
1,600,000
3,400,000
7,300,000

Example:

If a company has estimated revenues for the year to be $15 million and estimated
assets o f $12 million, the planning materiality guideline would be $15,000,000 x
.004 + 34,600 = $94,600. This amount is used by the auditor in planning the audit.
O f course, at the end o f the audit, the auditor would evaluate the fairness o f the
financial statements in light o f the audit findings. He or she may deem some other
amount to be material at that time.
Source: Robert K. Elliott, from “Letters to the Editor,’’Jou rn a l o f A ccountancy (July 1983), 104.

The authors o f Guide to Audits o f Sm all Businesses recom m end that the
auditor use either ( 1 ) 1 percent o f the larger o f total assets or revenues or
(2 ) 10 percent o f pretax incom e to determine materiality. Consideration o f
which o f these two bases to use should take into account such factors as
incom e variability and the nature o f the client’s business and industry. For
a nonprofit organization, for example, the auditor w ou ld probably use total
assets o r revenues as a base since pretax incom e is not meaningful.1
Another rule-of-thumb is one used by Peat, Marwick, Mitchell & Co. It is
presented in figure 5.2. In this approach, the auditor takes as a base the
larger o f estimated revenues or assets and uses that base to calculate
materiality based on a sliding scale.

1. Douglas R Carmichael, Dennis R Meals, Bruce N. Huff, and Jerry Anderson,
o f Sm all Businesses, (Fort Worth, Texas: Practitioners Publishing Co., 1984.)
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Applying Materiality to Accounts and Transactions
After the auditor has made a preliminary assessment o f materiality, it is
related to specific account balances and classes o f transactions. H owever,
apportionment o f specific dollar amounts to specific account balances and
classes o f transactions is not required by authoritative standards. Mathematical
models for allocating materiality are generally used only w hen audit plans
are based on the theory o f classical statistical sampling, which is used
infrequently in audits o f small businesses.
In relating materiality to account balances and classes o f transactions,
there are a number o f factors that the auditor should consider.
• The auditor should not necessarily apply a percentage guide to each
financial statement account. For example, in auditing prepaid ex
penses, the auditor need not regard 5 to 10 percent o f the account
as material if the total o f the prepaid expense account is immaterial.
• Some account balances and classes o f transactions are audited to
closer tolerances than others. For example, cash and inventory are
often audited to a close tolerance because o f the relatively high
inherent risk associated with those balances. In such cases, relating
materiality to the accounts may be unnecessary.
• The auditor should consider which items should be examined 100
percent and whether the remaining items can be sampled. Sampling
in small business engagements is discussed in chapter 8.
In applying planning materiality to specific account balances, the sum o f
planning materiality for the various accounts may be larger than the
preliminary estimate o f planning materiality for the financial statements as a
w h ole because misstatements in account balances or classes o f transactions
are unlikely to all go in the same direction.

Evaluating Audit Findings
In evaluating whether the financial statements are presented fairly in
conformity with generally accepted accounting principles, the auditor should
consider errors that the client has not corrected, individually and in the
aggregate, to determine whether they materially misstate the financial
statements taken as a whole. The auditor should also include qualitative
considerations in determining whether errors are material. For example, an
illegal payment may be immaterial in dollar amount but have a significant
impact on future revenues, and thus be considered material.
In aggregating errors, the auditor should include both known errors
(amounts o f error specifically identified) and likely error (that is, the auditor’s
best estimate o f total error in the account balances or class o f transactions).
For example, if 10 percent o f the items in a population are examined by
sampling and total errors o f $1,000 (the known erro r) are found, the error
should be projected to the account balance as $10,000 (the likely error).
Error projection is discussed in m ore detail in chapter 8.
Although likely error may not be large enough to cause the financial
statements to be materially misstated, the auditor should recognize that the
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statements may still be materially misstated if further errors remain unde
tected. Auditors generally reduce the risk o f material misstatement in planning
the audit by decreasing detection risk for individual account balances and
classes o f transactions. H owever, as noted in the section on audit risk, the
audit process reduces the likelihood o f material misstatement— but does not
eliminate it. As likely error increases, the risk that financial statements are
materially misstated also increases. Thus, the auditor should reduce audit
risk to an acceptably lo w level by m odifying the nature, timing, and extent
o f auditing procedures.
In summary, at the conclusion o f the audit, the auditor should evaluate
all o f the evidence obtained and base an opinion on whether, in his o r her
judgment, the risk o f a m aterial error in the financial statements is at an
acceptably lo w level.

Chapter

6

Perform ing Analytical
Review Procedures

Analytical review procedures can help the aud itor o f a sm all business gain
an understanding o f the clien t’s business, p la n the engagement, identify
unexpected relationships am ong accounting data, and provide substantive
audit evidence. This chapter discusses the application o f analytical review
procedures to sm all business audit engagements.
SAS No. 23 defines analytical review procedures as substantive tests o f
financial information made by a study and comparison o f relationships among
data. The basic premise underlying analytical review procedures is that
relationships among data may reasonably be expected to exist and to continue
in the absence o f known conditions to the contrary.
The auditor can rely on analytical review procedures to achieve substantive
audit objectives. SAS No. 23 (AU 318.02) states:
The auditor’s reliance on substantive tests may be derived from tests o f details
of transactions and balances, from analytical review procedures (emphasis
added), or from any combination o f both.
Analytical review procedures should not be view ed as only a supplement to
other substantive tests; they may be the most efficient method o f gathering
audit evidence concerning certain account balances o r classes o f transactions
in a small business audit engagement.

TIMING OF ANALYTICAL
REVIEW PROCEDURES
Analytical review procedures can b e useful both in planning the audit and
as a source o f evidence during the examination. As a planning tool, analytical
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review procedures are useful in identifying problem areas. As part o f the
examination, analytical review procedures serve two purposes: (1 ) They
represent substantive audit evidence, and (2 ) they provide evidence o f the
overall reasonableness o f financial statement data.

NATURE OF ANALYTICAL
REVIEW PROCEDURES
Analytical review procedures include:
• Comparisons o f current financial information with that o f prior
periods
• Comparisons o f actual financial information with anticipated results
(fo r example, budgets)
• Studies o f the relationships o f elements o f financial information that
w ou ld b e expected to conform to a predictable pattern based on the
entity’s experience
• Comparisons o f the entity’s financial information with industry data
• Studies o f the relationships o f the financial information to relevant
nonfinancial information

APPLICATION OF ANALYTICAL
REVIEW PROCEDURES
Analytical review procedures are useful in a variety o f small business audit
situations. They may be especially useful in auditing the revenue and expense
accounts o f a small business.
Analytical review procedures can sometimes provide adequate evidence
that can eliminate the need to perform additional testing, such as tests o f
details o f transactions. In any case, heavy use o f both analytical review
procedures and tests o f transactions may result in duplication o f effort and
thus be inefficient. The auditor o f a small business should not perform
analytical review procedures as simply another test added to all the other
audit tests. Analytical review procedures should provide evidence to contrib
ute to the achievement o f audit objectives. Performance o f analytical review
procedures to gain only “added” assurance may be inefficient if the costs o f
perform ing the procedure is high. For example, analyzing statistical trends
in allowance fo r doubtful accounts is repetitive if other adequate evidence
o f collectibility has been gathered from an analysis o f subsequent receipts.
Likewise, calculation o f ratios such as return on assets without regard to
what evidence the ratio provides w ould be an inefficient audit procedure.

Revenues
Analytical review procedures can be an effective way o f testing revenues in
a small business audit engagement. If the client operates in an industry in
which general industry operating statistics or other data generated inde
pendently o f the client are available, analytical review procedures may be
even m ore effective. For example, in industries such as health care and
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finance, key operating statistics are available that provide a sound measure
o f capacity and a reliable base for evaluating the reasonableness o f revenue
balances. For a hospital client the auditor might multiply the average number
o f occupied rooms by a standard room rate by the number o f days in the
period to test the reasonableness o f room revenue. In that case, tests o f
details o f revenue may not need to be performed.
In other industries, reliable operating data such as unit production and
unit sales also may be available. The auditor may not need to substantiate
data used in analytical procedures generated by sources outside the client
entity. H owever, the auditor should consider the need for testing controls
over the preparation o f nonfinancial data generated by the client, depending
upon the degree o f reliance placed on the analytical review procedures.

Cost o f Sales
As with sales, the auditor can perform analytical review procedures to test
cost o f sales and gross profit margins. For example, the auditor can analyze
sales, cost o f sales, and gross profit by product, location, or month and
investigate any significant or unusual variations.

Expenses
The auditor can apply analytical review procedures to expense accounts by
comparing expense amounts for the current period to amounts for compa
rable prior periods, interim periods (m onthly or quarterly), and budgeted
amounts, and then explain any significant or unusual variations.
Some expense accounts, particularly payroll, can be tested effectively
using predictive analytical tests. Auditors o f small businesses sometimes
design extensive tests o f details o f payroll transactions and use extensive
analytical review procedures. H owever, in a small business engagement, to
meet payroll audit objectives the auditor may be able to rely solely on
analytical procedures.

Chapter

7

Timing o f Audit Tests

In designing the audit program , the au d itor makes three decisions-, the nature
o f audit tests, the tim ing o f audit tests, and the extent o f audit tests. Chapter
4 discussed the nature o f audit tests. In this chapter, the tim ing o f audit tests
in sm all business engagements w ill be discussed. Chapter 8 w ill discuss the
extent o f audit tests.
During the planning stage o f the audit, the auditor should consider when to
apply audit tests. In a small business engagement, the auditor typically does
not rely on internal accounting controls and, therefore, does not perform
compliance tests. As a result, the question o f when to perform audit tests in
small business engagements frequently applies only to substantive testing.
The determination o f whether substantive tests can or should be applied
prior to year-end is usually based on practical considerations. In making that
determination, the auditor evaluates the benefits o f perform ing a substantive
test prior to year-end against the potential costs o f perform ing such interim
work.
For example, the auditor considers whether the benefits o f easing pressures
caused by a tight year-end reporting deadline outweigh the cost o f gathering
additional audit evidence necessitated by the use o f a less effective test at an
interim date.
Substantive tests can be divided into two categories: those that can
generally be applied at an interim date and those that may be efficient at an
interim date only if certain conditions are met.

SUBSTANTIVE TESTS THAT CAN GENERALLY
BE APPLIED AT AN INTERIM DATE
Some substantive tests can generally be perform ed through any date prior
to year-end and still be efficient and effective tests. Substantive tests that fall
into this category are tests that apply to data readily available prior to yearend. Such tests include:
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• Substantive tests o f transactions to support balance sheet accounts
(fo r example, supporting the details o f additions and retirements to
a fixed asset account)
• Substantive tests o f transactions to support incom e statement accounts
(fo r example, review ing all charges over a certain dollar amount to
the repairs-and-maintenance account)
• Analytical review procedures that include calculations on an interim
basis (fo r example, comparing actual and budgeted expenses for
each m onth)
In each o f these tests, the auditor reviews information that is already
available at an interim date. Even if these tests w ere done at year-end, the
same information w ould be needed and the same procedure performed.
Thus, these tests generally can be efficient w hen perform ed at an interim
date.
For example, auditors frequently support those balance sheet accounts
with lo w activity, such as fixed assets, by analyzing the transactions within
the account during the year. Consequently, for property, plant, and equipment
the auditor can audit the account by analyzing material additions and
retirements rather than by testing the ending balance. To support additions
the auditor may vouch material additions to invoices. Vouching such invoices
may be perform ed before year-end without reducing the efficiency or
effectiveness o f the test. At year-end, the auditor still may have to vouch
invoices from the interim date to year-end. H owever, these invoices w ould
have to be vouched regardless o f whether the interim w ork was performed.

CONDITIONAL SUBSTANTIVE TESTS*•
Other substantive tests may be efficient when applied prior to year-end only
if certain conditions are met. Generally, such substantive tests should only
be applied prior to year-end if substantive tests fo r the remaining period
from the interim date to year-end can be restricted.
SAS No. 45, Omnibus Statement o n Auditing Standards, describes several
factors that should be considered before applying substantive tests to details
o f balance sheet accounts at interim dates. Those factors relate to the ability
to control the additional risk o f not detecting errors that may exist at the
balance-sheet date when the balance is tested at an interim date. Factors
described include:
• W hether the effectiveness o f the tests w ill be impaired because o f
the auditor’s decision not to rely on internal controls
• W hether rapidly changing business conditions or circumstances might
predispose management to misstate the financial statements between
an interim date and year-end
• Whether the year-end balances o f the particular balance sheet accounts
are reasonably predictable with respect to amount, relative signifi
cance, and composition
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In many small business engagements, the cost o f bringing the additional
risk to an acceptably lo w level is too great. SAS No. 45 notes that “applying
substantive tests . . . at an interim date may not be cost-effective if substantive
tests to cover the remaining period cannot be restricted due to reliance on
internal accounting controls.” In the case o f a small business with limited
segregation o f duties, these substantive tests are generally not perform ed at
an interim date because to do so w ou ld be inefficient. For example, in a
small business engagement, the auditor generally audits cash, accounts
receivable, inventory, and accounts payable at year-end.

C hap ter
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Extent o f Testing

In this chapter, the extent o f audit testing in sm all business audit engagements
is discussed, withp a rticu la r emphasis on the applicability and im plem entation
o f SAS No. 39, Audit Sampling.
O nce an auditor decides what audit procedures to apply (the nature o f the
tests) and when to apply them (the timing o f the tests), a decision must be
made about h ow many items to apply the procedures to— that is, the extent
o f testing.

AUTHORITATIVE STANDARDS
SAS No. 39, Audit Sampling (AU 350), was issued in June, 1981 and is
effective fo r examinations o f financial statements fo r periods ended on or
after June 25, 1983. SAS No. 39 addresses a variety o f issues relating to the
auditor’s use o f sampling in an audit engagement. H owever, SAS No. 39 does
not always apply w hen the auditor is examining less than 100 percent o f a
population. There has been some confusion in practice over w hen SAS No.
39 applies.

W hen SAS No. 39 Applies
Audit sampling is only one o f many tools used by auditors to obtain sufficient,
competent evidential matter to support an opinion on financial statements.
SAS No. 39 discusses design, selection, and evaluation considerations to be
applied by the auditor when using audit sampling. As a general rule, audit
sampling can be used—
• In
of
• In
• In

compliance tests o f accounting controls that provide an audit trail
documentary evidence.
substantive tests o f details o f transactions and balances.
dual-purpose tests that test compliance with a control procedure
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providing documentary evidence o f performance and accuracy o f the
recorded monetary amount o f transactions o r balances.
The portion o f SAS No. 39 pertaining to compliance tests (paragraphs 31
through 42) applies when sampling techniques are used to test documented
controls on which the auditor intends to rely. Paragraphs 15 through 30
pertaining to substantive tests apply w hen sampling techniques are used to
test details o f transactions o r balances.
SAS No. 39 defines audit sampling as “the application o f an audit procedure
to less than 100 percent o f the items within an account balance or class o f
transactions for the purpose o f evaluating some characteristic o f the balance
or class.” The key to understanding that definition is the intent o f the auditor
in applying the audit procedure. As noted in footnote 1 o f SAS No. 39, the
auditor may examine less than 100 percent o f the items in an account balance
or in a class o f transactions for reasons other than evaluating a characteristic
o f the balance or class. For example, the auditor w ou ld not be perform ing
audit sampling in the follow in g two situations:
1. Tracing several sales transactions through a client’s accounting
system to gain an understanding o f the manner in which transactions
are processed. SAS No. 39 w ou ld not apply because the auditor’s
intent is to gain an understanding o f the processing o f these
transactions by the accounting system, not to evaluate a characteristic
o f all sales transactions processed by the accounting system.
2. Examining several large sales invoices that constitute a significant
portion o f the account balance and leaving the remaining portion
o f the balance untested or testing the remaining items by other
means, such as the application o f analytical review procedures.
Again, SAS No. 39 does not apply because the auditor is treating the
account balance as two populations. For the large sales invoices,
the auditor is not sampling since the population (all large sales
invoices) is being examined. For the small sales invoices, the auditor
is not sampling either because there is no examination o f the items
or because analytical review procedures are performed.
In determining whether SAS No. 39 is applicable to circumstances in
which an auditor examines less than 100 percent o f the items making up an
account balance or class o f transactions, the auditor should consider the
purpose o f the test. If the auditor intends to project the test results to the
entire account balance or class o f transactions for the purpose o f evaluating
a characteristic o f the balance or class, the guidance in SAS No. 39 should
be follow ed. For example, if the auditor intends to examine selected sales
invoices to draw a conclusion about whether sales are overstated, audit
sampling as described in SAS No. 39 should be applied because the auditor
intends to draw a conclusion about all sales. On the other hand, if the auditor
selects several large sales invoices for certain audit tests and then applies
analytical review procedures to the remaining invoices, the auditor is not
sampling according to SAS No. 39— the examination o f the large items is not
intended to lead the auditor to a conclusion about the other items. In that
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case, any conclusion about whether sales are overstated w ou ld be based on
the com bined results o f the test o f large sales invoices, inquiry and
observations, analytical review procedures, and other auditing procedures
perform ed related to overstatement o f sales.
The auditor should rem em ber that the way in which the population is
defined can determine whether the requirements o f SAS No. 39 apply. The
auditor might choose to divide a single reporting line on the financial
statements into several populations. For example, accounts receivable might
be divided into wholesale receivables, retail receivables, and em ployee
receivables. Each o f these populations can be tested using a different audit
strategy— some using audit sampling and others not. The sampling concepts
in SAS No. 39 apply only to populations for which audit sampling is used.
Use o f audit sampling on one population does not mandate its use on
remaining populations.

AUTHORITATIVE GUIDANCE ABOUT
THE APPLICATION OF AUD IT SAMPLING
TO SUBSTANTIVE TESTS PROVIDED BY
SAS NO. 39*1
There has been confusion in the accounting profession regarding what new
requirements are im posed by SAS No. 39. SAS No. 39 added the follow in g
seven specific provisions to professional standards.
1. The concept that some items exist fo r which, in the auditor’s
judgment, acceptance o f some sampling risk is not justified, and
that these should be examined 100 percent (paragraph 21). This
simply reminds the auditor that some o f the items encountered in
an examination o f financial statements may be so significant indi
vidually o r may have such a high likelihood o f being in error or
misstated that a ll such items should be examined.
2. The suggestion that the efficiency o f a sample may be im proved by
separating items subject to sampling into relatively hom ogeneous
groups based on some characteristic (paragraph 22). This indicates
that audit efficiency can sometimes be im proved by, for example,
stratifying o r segregating the items constituting a balance o r class
o f transactions into groups based on individual dollar value or some
other characteristic.
3. A requirement that the auditor consider tolerable error in planning
audit-sampling applications in the examination o f account balances
and classes o f transactions (paragraph 18). This asks the auditor to
consider, in the early stages o f an audit, h ow much error the auditor
w ill be able to tolerate for each balance and class o f transactions
that is sampled, in combination with errors in other accounts, and
still render an unqualified opinion on the financial statements. SAS
No. 39 asks the auditor to consider tolerable error and to recognize
that it is one o f the factors influencing sample size. There is no
requirement to document o r quantify tolerable error.
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4. A requirement that the auditor select a sample that can be expected
to be representative o f the pertinent account balance o r class o f
transactions (paragraph 24). Simply put, this means that each item
in the population being sampled should have a chance o f being
selected, not necessarily an equal chance o f being selected. This
does not mean that the auditor is required to use a random or
probability sample.
5. A requirement that the auditor consider selected sample items to
which the auditor is unable to apply planned audit procedures to
determine their effect on the evaluation o f the sample (paragraph
25) . For example, sometimes the auditor may not be able to apply
planned audit procedures to selected sample items because sup
porting documentation may be missing. If the auditor’s evaluation
o f the sample results w ou ld not be altered by considering those
unexamined items to be in error, it is not necessary to examine the
items. H owever, if considering those unexamined items to be
misstated w ou ld lead to a conclusion that the balance o r class is
materially in error, the auditor should consider alternative p roce
dures that w ou ld provide sufficient evidence to form a conclusion.
6 A requirement that the auditor project the error results o f the
sample to the items from which the sample was selected (paragraph
26) . Since the sample is expected to be representative o f the
population from which it was selected, errors found are also expected
to be representative o f the population. This m erely asks the auditor
to measure the likely error in the population from which the sample
was drawn and to consider it in reaching conclusions.
7. A requirem ent that the auditor consider, in the aggregate, projected
error results for all audit-sampling applications and all known errors
from nonsampling applications when evaluating whether the finan
cial statements taken as a w h o le may be materially misstated
(paragraph 30).

.

Docum entation Requirem ents in SAS No. 39
SAS No. 39 contains no n ew or specific documentation requirements.
H owever, the documentation standards set forth in the Statements on Auditing
Standards dealing with documentation apply to audit sampling applications
just as they apply to other auditing applications. For example, SAS No. 22,
Plann in g and Supervision, states that the auditor should prepare a written
audit program and SAS No. 41, W orking Papers, requires the auditor to
prepare w orking papers recording the w ork that the auditor has done and
the conclusions that the auditor has reached concerning significant matters.
Thus, with regard to audit-sampling applications, the audit program might
document such items as the objectives o f the sampling application and the
audit procedures related to those objectives. Documentation might also
include the definition o f the population and the sampling unit, including:
(1 ) h ow the auditor considered completeness o f the population, (2 ) the
definition o f error, (3 ) the method o f sample selection, (4 ) a list o f errors
identified in the sample, (5 ) an evaluation o f the result o f the sampling
application, and (6 ) conclusions reached by the auditor.
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DETERMINING EXTENT OF TESTING IN
A SMALL BUSINESS W ITHOUT SAMPLING
Small businesses have certain characteristics that may influence the auditor’s
decision to use audit sampling. Because o f the limited segregation o f duties
com m on in small businesses, auditors frequently choose not to rely on
internal accounting controls, so generally the auditor o f a small business
w ill not have to consider compliance tests, including sampling o f documentary
evidence to determine if controls are w orking as prescribed.
For substantive testing, small businesses frequently have small populations
o f accounting data in both account balances and classes o f transactions.
Consequently, sampling may not be as useful since there may not be large
populations o f data.
As noted previously, SAS No. 39 (AU 350.01) defines audit sampling: “The
application o f an audit procedure to less than 100 percent o f the items within
an account balance or class o f transactions for the purpose o f evaluating
some characteristic o f the balance o r class.” This definition allows some
alternative approaches to sampling to determine the extent o f testing in a
small business engagement. These alternatives, by not using audit sampling
and thus eliminating the requirements o f SAS No. 39, may provide a m ore
effective and efficient audit approach fo r a small business engagement.
These alternative approaches include:
• Procedures applied to 100 percent o f a certain group (strata) o f
transactions o r balances.
• Testing unusual items without applying procedures to the remainder
o f the population.
• Other tests that involve application o f procedures to less than 100
percent o f the items in the population without drawing a conclusion
about the entire account or class o f transactions.
As previously noted, the auditor should decide what audit procedures to
perform to meet the established audit objectives. Once this decision is made,
the auditor needs to determine the extent o f testing.
An effective and efficient approach to determining the extent o f testing in
a small business engagement is shown in flowchart 8.1 on page 66. This
approach involves four important steps.

Identification o f Individual Items to Be Exam ined
An auditor should apply professional judgment in determining which
individual items in an account balance or class o f transactions need to be
examined. In evaluating individual items, the auditor should consider factors
such as size o f the item, whether the item is unusual, prior experience with
the client, and whether the item involves a related party.
For example, consider the follow in g information for accounts receivable
o f a small business.
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Flowchart 8.1
A n A u dit Sam pling A p proach fo r a Sm all Business

Step

Given the audit
objective,
determine the
specific audit
procedures to be
performed.

1

Identify individual
items to be
examined.

2

Is extent
of evidential
matter obtained
from examining
individual items
sufficient?

No

Consider the
contribution of
other procedures.

3

4

Accept
evidence as
sufficient.

Yes

Is
evidence
sufficient?

No

Apply
sampling.
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Balances

Total
Accounts

4

$100,000 or more

$ 625,000

7

$25,000-99,999

375,000

$1-24,999

300,000

N um ber o f
Accounts

62
73

$1,300,000

In this case, if the eleven largest accounts are confirm ed by the auditor, most
o f the accounts receivable balance is supported ($1,000,000 out o f $1,300,000,
or 77 percent). Also, the auditor may decide to confirm the receivables that
have unusual characteristics (fo r example, receivables with either large credit
balances o r those that are very delinquent).

Is Extent o f Evidential Matter Obtained Sufficient?
Three factors that have been identified for auditors to consider in evaluating
whether the evidential matter obtained by testing individual items is sufficient
are the following:
1. Similarity o f items tested to remaining population. The auditor may
obtain some know ledge o f the type o f items in the remaining
population if the items tested are very similar in nature and the
same accounting system is used to process the transactions.
2. Indications o f problems. In the course o f the audit, the auditor may
becom e aware o f facts that indicate a problem with the remaining
untested population o f items in the account balance or class o f
transactions. In that case, the auditor should consider extending the
tests to the remaining population through sampling or other means.
3. Size o f items tested compared to total balance. As the number o f
items tested and the resulting dollar amount increases, the potential
need to use sampling or other tests o f the remaining population
may decrease if there is a relatively lo w risk o f an undetected
material misstatement among the remaining undetected items.1
If an auditor has examined a substantial number o f individual amounts
and found no evidence o f problem s from the other procedures perform ed—
and the remaining population totals less than an amount that w ould be
material to the financial statements— there is often no need to sample the
remaining population. Otherwise, the auditor should extend tests to the
remaining population unless an alternative approach can be justified.

1. Douglas R. Carmichael, Dennis R. Meals, Bruce N. Huff and Jerry Anderson.
Sm all Businesses (Fort Worth, Texas: Practitioners Publishing Co., 1984).
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Consider Contribution o f O ther Procedu res
The auditor should also consider whether other evidence obtained contrib
utes to conclusions regarding the account balance or class o f transactions.
The auditor often considers the contribution o f other procedures at the
same time the extent o f evidential matter obtained from examining individual
items is considered.
The auditor may use a combination o f reliance on internal accounting
controls, analytical review procedures, and substantive tests o f details to
support an opinion on the financial statements. A small business audit does
not typically include reliance on internal accounting controls, so the auditor
w ould rely primarily on analytical review procedures and other substantive
tests o f details. In deciding whether other audit procedures make a contri
bution, the auditor should consider whether they support the audit objectives
in the area, whether they indicate potential problems, and whether the
evidence is consistent with the previous evidence obtained.
In considering the contribution o f other procedures, the auditor should
use professional judgment in determining whether an unqualified opinion
can be given without perform ing additional tests in the form o f audit
sampling.

Evaluation o f Sufficiency o f Evidence
There are three factors that the auditor may consider in evaluating the
sufficiency o f audit evidence obtained from examining individual items and
contributed by other procedures, and in determining whether the remaining
items in the population should be tested.
First, the auditor should consider whether the dollar amount o f the
remaining population is equal to o r greater than an amount that w ou ld be
material to the financial statements. If the remaining population is less than
materiality, the auditor may decide that no additional testing by sampling is
necessary. Second, the auditor should consider the degree o f risk involved
(that is, h ow susceptible the account is to misstatement, and whether there
have been problem s with this area in prior audits). Third, the auditor should
consider the sufficiency o f all the audit evidence obtained so far (the extent
o f evidential matter obtained by testing individual items along with the
contribution o f other procedures).

P LA N N IN G THE EXTENT OF TESTING
USING A U D IT SAMPLING FOR
SUBSTANTIVE TESTS*•
If the auditor decides to use audit sampling, the question becom es whether
to sample statistically or nonstatistically. Regardless o f the approach used,
the auditor should—
• Use a selection m ethod expected to be representative.
• Select a sample size that is adequate, giving consideration
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to materiality, audit risk, and population characteristics.
• Project error based on sample results.

Selection o f a Representative Sample
SAS No. 39 m erely requires that the sample be selected in such a way that
it is expected to be representative o f the population. There is no requirement
in SAS No. 39 that random-sampling selection methods be used. Representative
sampling methods used by auditors include haphazard sampling, systematic
sampling, and random sampling.
Haphazard sampling consists o f selecting sampling units without any
conscious bias— that is, without any special reason for including o r omitting
items from the sample. Haphazard sampling does not imply that units can
be selected in a careless manner. Rather, a haphazard sample is selected in
a manner that can be expected to be representative o f the population. For
example, if the physical representation o f the population is a file cabinet
drawer o f vouchers, a haphazard sample o f all vouchers processed for a year
might include any o f the vouchers that the auditor pulls from the drawer,
regardless o f each voucher’s size, shape, location, o r physical features. The
auditor using haphazard selection should avoid distorting the sample by
selecting, fo r example, only unusual or physically small items or by omitting
items such as the first or last items in the population.
In selecting a haphazard sample, the auditor may select the sample either
with each item having an approximately equal chance o f selection (neutral
selection) o r with the larger dollar-value items being emphasized (valueoriented selection). Both methods are appropriate haphazard-sample selec
tion techniques meeting the requirement o f SAS No. 39 that the sample be
selected so that it is expected to be representative. In the case o f neutral
selection, the sample is expected to be representative o f the items in the
population. In the case o f value-oriented selection, the sample is expected
to be representative o f the dollars in the population. Value-oriented selection
using haphazard sampling is a general approximation o f sample selection
using probability-proportional-to-size sampling (dollar-unit sampling).
Systematic sampling consists o f determining a uniform interval, and
selecting throughout the population one item at each o f the uniform intervals
from the starting point.
Random-number sampling entails matching random numbers generated
by a computer or selected from a random-number table with, for example,
document numbers.
Another method that has been used in practice is block sampling. Block
sampling consists o f selecting groups o f sequential items (fo r example, all
vouchers processed on several selected dates). Using block samples is usually
inefficient because, fo r a block sample to be adequate to lead to an audit
conclusion, a relatively large number o f blocks should be selected. In general,
auditors should avoid using block sampling; however, if an auditor decides
to use block sampling, special care should be exercised to control sampling
risk in designing the sample.
The AICPA Audit and Accounting Guide, Audit Sampling, contains a
thorough description o f these methods as w ell as other guidance on statistical
and nonstatistical sampling methods.
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Determining Sample Size
There is no rule-of-thumb appropriate for the determination o f a sample
size in all applications. SAS No. 39 imposes no requirement to use quantitative
aids, such as sample size tables, to determine sample size— nor does SAS
No. 39 impose a rule regarding minimum sample size. As b efore the issuance
o f SAS No. 39, professional judgment is the key. Auditors often use benchmarks
or starting points, such as sample sizes used in prior years or in similar
circumstances in other audit engagements, in determining what sample size
is appropriate for a given sampling application. If the auditor uses a
benchmark, the factors listed in paragraph 23 o f SAS No. 39 that influence
the auditor’s judgment in determining sample size for substantive tests should
be considered. Those factors include (1 ) tolerable error, (2 ) the allowable
risk o f incorrect acceptance, and (3 ) the characteristics o f the population
(fo r example, the variability o f the amounts o f items in the population and
the expected error in the population). An analysis o f the factors that influence
sample size for substantive testing is shown in figure 8.1 on page 71.
Individual firms or auditors often prefer to set their own rules regarding a
benchmark or starting point for determining sample size. SAS No. 39 does not
require such policies. It m erely alerts the auditor to factors to be considered.

Projection o f Error Based on Sample Results
SAS No. 39 requires the auditor to project the results o f the sample to
items in the population from which the sample was selected. There
several methods that satisfy the requirement o f SAS No. 39 to project
sample error to the population. Tw o such methods are presented in
AICPA Audit and Accounting Guide, Audit Sampling.

the
are
the
the

1. Using ratio o f population dollars to sample dollars
Amount o f sample

Population dollars

error

Sample dollars

=

Projected population
error

If the auditor has identified $1,000 o f sample errors, sample dollars are $10,000,
and population dollars are $100,000, the projected error would be calculated
as:

$1,000

x

$ 100,000

$ 10,000

$10,000 Projected population
error

2. Using ratio o f population items to sample items (rather than dollars)

Sample error

x

Population items
— ----- --------Sample items

=

Projected population
error

If the auditor has identified $1,000 o f sample errors in examining 100 items
out o f 1,000 items in the population, the calculation in the example would be
as follows:
$1,000

x

1,000
100

=

$10,000 Projected population
error

Inverse

Inverse

Direct

Direct

Direct
Inverse

Little or no reliance to be placed
on other substantive tests

Smaller measure o f tolerable error

Larger errors or higher frequency

Larger monetary significance to the
financial statements

Higher overall assurance
No stratification o f the population

Substantial reliance to be placed on
other substantive tests

Larger measure o f tolerable error

Smaller errors or lower frequency

Smaller monetary significance to
the financial statements
Virtually no effect on sample size
unless population is small
Lower overall assurance
Stratification o f the population

Reliance on other substantive tests
related to same account balance or
class o f transactions

Measure o f tolerable error for a
specific account

Expected size and frequency o f
errors

Population value

Number o f items in population

Overall assurance required

Stratification

Note:

All that SAS No. 39 requires is that these concepts be considered in thinking about what sample size should be used. It doesn’t require that they be
quantified.

Direct

Inverse

Relationship
to
Sample Size

Lower reliance on control

Larger
Sample Size

Higher reliance on control

Smaller
Sample Size

Conditions Leading To

Figure 8.1

Reliance on internal accounting
control

Factor

Factors Influencing Substantive Test
Sample Sizes

EXTENT OF TESTING
71

72

AUDITS OF SMALL BUSINESSES

These two methods produce the same result if the fraction represented
by the proportion o f population items to sample items is the same as the
fraction represented by the proportion o f population dollars to sample
dollars. In practice, however, those fractions are usually not the same and
the two methods do not usually produce the same result. If there is a
significant difference in the two ratios, the auditor should consider whether
there is reason to expect a relationship between errors and the size o f the
item. If the error relates to the size o f the item, the auditor should use the
first method. If errors are relatively constant for all items, the auditor should
select the second method. For example, assume the auditor is examining
accounts receivable and notes that som e receivables are incorrect. If the
observed errors are unrelated to the size o f the receivable, then the auditor
should use the second method (Population Items to Sample Items). Alter
natively, if the observed errors vary in size depending on the size o f the
receivable (that is, larger receivables have larger errors), the auditor should
use the first method (Population Dollars to Sample Dollars).
The auditor should calculate projected error for each individual group or
strata sampled. The projected error for such groups should then be added
to the actual error found in the items that w ere examined 100 percent. The
total is the projected error fo r the account or class o f transactions.

Statistical and Nonstatistical Sam pling
SAS No. 39 does not require that the auditor use either nonstatistical or
statistical sampling. SAS No. 39 allows the auditor to use either method based
on the auditor’s professional judgment, factoring in the relative costs and
benefits o f each o f the approaches.
The Audit and Accounting Guide, Audit Sampling, demonstrates both
statistical and nonstatistical sampling approaches to compliance and substan
tive testing.
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Other Selected SASs

Previous chapters have discussed applying certain Statements on Auditing
Standards to the sm all business audit engagement. This chapter describes the
application o f three additional Statements on Auditing Standards.
Previous chapters have covered the application o f SASs to engagement
planning, internal accounting controls, designing audit programs, analytical
review procedures, audit risk and materiality, timing o f audit tests, and extent
o f testing. This chapter discusses the application o f three additional SASs in
small business engagements: related party transactions, inquiry o f a client’s
lawyer, and client representation letters.

RELATED PARTY TRANSACTIONS
Most business transactions are presumed to be arm’s-length exchanges. If
the parties to a transaction are related, the objectivity in the determination
o f the transaction may be lost. As a result, auditors need to determine: (1 )
whether related party transactions exist; (2 ) if such transactions do exist, the
accounting requirements for presentation and disclosure; and (3 ) whether
there is com m on ownership or management control that could result in
significantly different operating results regardless o f whether related party
transactions exist.

Accounting Requirem ents
Statement o f Financial Accounting Standards No. 57 (SFAS No. 57), Related
Party Disclosures, presents the disclosure requirements for related parties
under generally accepted accounting principles, setting the follow ing ac
counting standards.
• Financial statements shall include disclosures o f material related party
transactions, other than compensation arrangements, expense allow-
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ances, and other similar items in the ordinary course o f business.
• The disclosures shall include the following:
a. The nature o f the relationship(s).
b. A description o f the transactions for each o f the periods for which
incom e statements are presented and such other information
deem ed necessary to an understanding o f the effects o f the
transactions on the financial statements (including transactions to
which no amounts or nominal amounts w ere ascribed).
c. The dollar amounts o f transactions for each o f the periods for
which incom e statements are presented and the effects o f any
change in the m ethod o f establishing the terms from that used in
the preceding period.
d. Amounts due from or to related parties as o f the date o f each
balance sheet presented and, if not otherwise apparent, the terms
and manner o f settlement.
In addition, if the client and one or m ore other enterprises are under
com m on ownership or management control and the existence o f that control
could result in operating results or financial position o f the reporting
enterprise significantly different from those that w ou ld have been obtained
if the enterprises w ere autonomous, SFAS No. 57 requires that “the nature
o f the control relationship shall be disclosed even though there are no
transactions betw een the enterprises.”

Accounting Disclosures
SFAS No. 57 does not require that financial statements include a representation
that related party transactions w ere conducted on terms equivalent to armslength transactions. If such a representation is made, however, it should be
substantiated. If management is unable to substantiate such a representation,
the auditor’s report should comment on the departure from GAAP and
should include a qualified or adverse opinion, as appropriate.
Examples o f com m on related party situations and disclosures for small
business are shown in figure 9.1 on pages 75-76. Additional sources o f
typical related party disclosures may be found in two publications by the
AICPA: A ccounting Trends and Techniques and Illustrations o f the Disclosure
o f Related Party Transactions.1

Auditing Requirem ents
SAS No. 45, Omnibus Statement on Auditing Standards— 1983, states that
an examination made in accordance with generally accepted auditing stand
ards cannot be expected to provide assurance that all related party transactions
w ill be detected. Nonetheless, auditors should plan and conduct examinations
with an awareness o f possible related party transactions and their effect on
financial statements and disclosures.

1.A ccou n tin g

Trends & Techniques is published annually
Disclosure o f Related Party Transactions was published by

by the AICPA Illustrations
the AICPA in 1975.

o f the
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Figure 9.1

Related Party Situations

Example o f Disclosure

Guarantees o f debt by the company

The company has guaranteed loans for
certain officers and key employees aggre
gating $X o f December 31, 198X to en
courage them to purchase common stock
o f the company.

Leased property

The company has entered into a noncancelable lease in 198X for its adminis
trative headquarters. The lease commit
ment is for X years at a minimum annual
rental o f $X. A major shareholder o f the
company owns a majority in the Partner
ship that owns the building.

Leaseback

During 198X, the company transferred
certain trailer equipment under short- and
intermediate-term leases to one o f its
leasing subsidiaries at net book value ($X)
and entered into leaseback agreements
for the equipment. The lease-back trans
action has been recorded as a financing
lease for financial reporting purposes.

Intercompany loans

The company and X have no formal credit
arrangement with respect to intercompany
advances. The company has net advances
due to or from X depending upon the
case requirements and cash positions o f
the respective companies. X pays the com
pany interest at½ o f 1 percent below the
prime interest rate, and the company pays
X interest at ½ o f 1 percent above the
prime interest rate on such net advances.

Transactions with related parties

The following significant transactions oc
curred between the company and X, its
principal shareholder, or companies un
der its control:
• In prior years X guaranteed loans o f the
company. At December 31, 198X out
standing guarantees aggregated approx
imately $X.
• At December 31, 198X, X owed the
company $X. See Note Z for additional
consideration payable to X in connection
with the acquisition o f Y.
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Typical Sm all B usiness Related-Party
D isclosures
Related Party Situations

Figure 9.1
( continued )
Example o f Disclosure

Transactions with affiliates

Accounting, legal, and property appraisal
fees totaling $X and $X in 198W and 198X,
respectively, w ere paid to directors and
firms in which certain directors have fi
nancial interests.

Guarantee o f debt by the owner

The owner has guaranteed certain long
term debt o f the company amounting to
$X at December 31, 198X.

Company asset pledged against
personal debt

The company owns certificates o f deposit
in various financial institutions which bear
interest at X percent to X percent and
mature from January, 198X to April, 198X.
A $X certificate is pledged as collateral for
a bank note executed by a family member
o f the company’s stockholder.

Land owned by shareholder and
advances between company and
shareholders

The company’s office and storage building
is located on land owned b y X, Inc., which
is owned by Y, a X percent shareholder.
The land is used without charge by the
company under an agreement with X, Inc.
During the year ended March 31, 198X,
various advances were made to the com
pany’s shareholders and shareholders made
various advances to the company. At March
31 , 198X, amounts due the company, from
Z, a 50-percent shareholder, totaled $X,
while amounts due from the company to
Y, a 50-percent shareholder, totaled $X.
These balances have no fixed maturity
date and are due on demand.

Paragraph 2 of SFAS No. 57 explicitly excludes disclosure of salaries paid to an owner/
manager as a required disclosure.

Note.-
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Identifying Related Parties
SAS No. 45 identifies both specific and general procedures to identify related
parties and related party transactions. Specific procedures identified in SAS
No. 45 that are perform ed solely for the purpose o f identifying related parties
and related party transactions include:
1. Inquiries o f management regarding—
a. Names o f all related parties,
b. W hether there w ere any transactions with these parties during
the period, and
c. W hether the company has procedures for identifying and properly
accounting for related party transactions. These procedures
should be evaluated by the auditor.
2. Determining the names o f all pension and other trusts established
for the benefit o f em ployees and the names o f officers and trustees
o f the trusts.
3. Reviewing stockholder listings o f closely held companies to identify
principal stockholders.
4. Providing audit staff with the names o f known related parties so
that they can identify transactions with such parties.
5. Reviewing the nature and extent o f business transacted with major
customers, suppliers, borrowers, and lenders for indications o f
undisclosed relationships.
6 Considering whether transactions are taking place but are not being
given accounting recognition, such as receiving or providing ac
counting, management, or other services at no charge, o r a major
stockholder is absorbing corporate expenses.

.

In addition to these specific procedures, SAS No. 45 identifies other
procedures usually perform ed in an audit that may identify related parties
and related party transactions. See figure 9.2 on page 78.

Procedures for Identified Transactions
O nce the auditor identifies related party transactions, substantive tests should
be applied to these transactions. According to SAS No. 45, procedures that
the auditor should consider include:•
• Obtaining an understanding o f the business purpose o f the transaction.
• Examining invoices, executed copies o f agreements, contracts, and
other pertinent documents, such as receiving reports and shipping
documents.
• Determining whether the transaction has been approved by the board
o f directors or other appropriate officials.
• Testing the compilation o f amounts to be disclosed or considered
for disclosure for reasonableness.
• For intercompany account balances:
a. Arranging fo r examination at concurrent dates, even if fiscal years
differ.
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Figure 9.2

P rocedu res fo r Iden tifyin g Related Party*
Transactions

Relevance to Related Parties

General Procedure

Review prior years’ working papers.

Identify names o f known related
parties.

Review minutes o f meetings o f board
o f directors and executive or
operating committees

Obtain information on material
transactions authorized or discussed.

Review confirmations o f compensating
balance arrangements.

Identify whether balances are or were
maintained for or by related parties.

Review invoices from law firms for
regular or special services.

Identify indications o f related parties
or related party transactions.

Review confirmations o f loans
receivable and payable.

Identify whether there are guarantees
and the nature o f relationship to
guarantor.

Review material investment
transactions.

Determine whether investment
created related party.

Review accounting records for large,
unusual, or nonrecurring transactions
or balances, particularly at or near
end o f reporting period.

Consider whether transactions are
with related parties.

Inquire o f predecessor, principal, or
other auditors o f related entities.

Obtain knowledge o f related parties
or related party transactions.

* Carmichael, D. R ., and Martin Benis,
Sons, 1984).

W iley-R onald Auditing Service

(New York: John Wiley &

b. Arranging for examination o f specified, important, and represent
ative related party transactions by auditors for each o f the parties
with an exchange o f relevant information.
• Inspecting or confirming and obtaining satisfaction about the trans
ferability and value o f collateral.

INQUIRY OF A CLIENT’S LAWYER________
SAS No. 12, Inquiry o f a C lient’s Lawyer C oncerning Litigation, Claims, and
Assessments, requires the auditor to obtain evidence regarding the existence
o f a “ condition, situation, or set o f circumstances indicating an uncertainty
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as to the possible loss to an entity arising from litigation, claims, and
assessments.” The statement acknowledges that the auditor ordinarily does
not possess legal skills and therefore cannot make legal judgments. Therefore,
the auditor should request the client to authorize a letter o f inquiry to the
client’s lawyers for purposes o f obtaining evidence about these matters.

N o Legal C ou nsel
Some small businesses don ’t retain legal counsel from which the auditor
can obtain information on litigation, claims, and assessments. If the client
does not have legal counsel, an auditing interpretation (AU 9337.16) provides
guidance regarding SAS No. 12. According to the interpretation, if the client
has not consulted a lawyer, the auditor normally w ould rely on the review
o f internally available information and the written representation o f the
client regarding litigation, claims, and assessments. In this case, the client’s
representation regarding litigation, claims, and assessments might be w orded
as follows:
We are not aware o f any pending or threatened litigation, claims, or assessments
or unasserted claims or assessments that are required to be accrued or disclosed
in the financial statements in accordance with Statement o f Financial Accounting
Standards No. 5, and w e have not consulted a lawyer concerning litigation,
claims or assessments.

If information comes to the auditor’s attention that may indicate potentially
material litigation, claims, or assessments, the auditor should discuss the
possible need to consult legal counsel with the client so that the client can
evaluate its responsibility to accrue or disclose loss contingencies under
FASB Statement No. 5. D epending on the significance o f the matter, refusal
by the client to consult legal counsel in these circumstances may result in a
scope limitation, and the auditor may need to consider the effect o f such a
limitation on the audit report.
The interpretation emphasizes that the auditor is responsible for making
inquiries o f management, obtaining management’s written representation,
and remaining alert for indications o f pending and threatened litigation,
claims, and assessments w hile perform ing other audit procedures. The
auditor cannot m erely rely on the client’s representation. Client records
should be review ed for evidence such as payments to attorneys that may
indicate that legal advice regarding litigation, claims, and assessments was
sought during the year.

Unclear Responses b y the Attorney
Another problem relating to SAS No. 12 is that lawyers may provide unclear
responses to the auditor. Legal jargon, such as “ meritorious defenses” or
“without substantial merit,” may be difficult to interpret in terms o f the
auditor’s needs. A response consisting o f such language may prove inadequate
for the auditor’s purposes.

Examples o f Unclear Responses
The follow in g are examples o f lawyer’s evaluations that are unclear about
the likelihood o f an unfavorable outcome.
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— “This action involves unique characteristics wherein authoritative legal precedents
do not seem to exist. W e believe that the plaintiff will have serious problems
establishing the company’s liability under the act; nevertheless, if the plaintiff is
successful, the award may be substantial.”
— “It is our opinion that the company will be able to assert meritorious defenses to
this action.” (The term “meritorious defenses” indicates that the company’s defenses
will not be summarily dismissed by the court; it does not necessarily indicate counsel’s
opinion that the company w ill prevail.)
— “W e believe the action can be settled for less than the damages claimed.”
— “W e are unable to express an opinion as to the merits o f the litigation at this time.
The company believes there is absolutely no merit to the litigation.” (I f client’s
counsel, with the benefit o f all relevant information, is unable to conclude that the
likelihood o f an unfavorable outcome is “remote,” it is unlikely that management
would be able to form a judgment to that effect.)
— “ In our opinion, the company has a substantial chance o f prevailing in this action.”
(A “substantial chance,” a “reasonable opportunity,” and similar terms indicate more
uncertainty than an opinion that the company w ill prevail.)

If the auditor is uncertain about the meaning o f the lawyer’s evaluation,
clarification should be requested either in a follow-up letter or a conference
with the lawyer and client, appropriately documented. If the lawyer is still
unable to give an unequivocal evaluation o f the likelihood o f an unfavorable
outcome in writing or orally, the auditor should consider the effect o f the
uncertainty on the opinion and may have to qualify o r disclaim an opinion.

Examples o f Responses With Sufficient Clarity
Examples o f evaluations concerning litigation that may be considered to
provide sufficient clarity that the likelihood o f an unfavorable outcome is
“ rem ote,” even though the attorney does not use that term, include the
follow in g statements.
— “We are o f the opinion that this action will not result in any liability to the
company.”
— “It is our opinion that the possible liability to the company in this proceeding is
nominal in amount.”
— “W e believe the company will be able to defend this action successfully.”
— “We believe that the plaintiffs case against the company is without merit.”
— “Based on the facts known to us, after a full investigation, it is our opinion that no
liability will be established against the company in these suits.”

Without any contradictory information obtained by the auditor, either in
other parts o f the lawyer’s letter or elsewhere, the auditor need not obtain
further clarification o f evaluations such as the foregoing.
The AICPA Audit and A ccounting M anual (AAM 7300.03) includes a
section entitled “ Im proving Inquiry Techniques” that lists several suggestions
the auditor may wish to consider to im prove SAS No. 12 inquiry letters. They
include the following:
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• If the attorney can’t express an opinion on the outcome o f litigation,
request that the attorney state that fact together with the reasons for
it.
• Indicate that failure to confirm the attorney’s understanding regarding
disclosure o f unasserted claims w ill require follow-up.
• Request the attorney to specify the effective date o f the response if
it is other than the date o f reply.

Illustrative Letter
Another problem that auditors o f small businesses sometimes have is
determining the appropriate w ordin g for a letter to legal counsel. In the
illustrative letter presented in the appendix to SAS No. 12, management is
expected to describe asserted pending or threatened litigation, detailing (1 )
the nature o f the litigation, (2 ) the progress o f the case, (3 ) h ow management
is responding, and (4 ) an evaluation o f the likelihood o f an unfavorable
outcome and an estimate o f potential loss. Except for details about the
progress o f the case, all o f these matters are also required for unasserted
claims. Small business management may not be able to provide this type o f
information.
An alternative to the illustrative SAS No. 12 letter is a letter that requests
the responding attorney to provide the details for asserted and identified
unasserted claims. This alternative letter is often preferred in small business
audits. The AICPA Audit and A ccounting M anual (AAM 7300.02) illustrates
an inquiry letter to legal counsel that can be used in lieu o f the letter in the
appendix to SAS No. 12. (S ee exhibit 9.1, pages 82-83).

CLIENT REPRESENTATION LETTER
SAS No. 19, Client Representations, requires the independent auditor to
obtain written representations from the client regarding responses to inquiries
and assertions made by the client in the financial statements. Matters about
which written representations ordinarily are obtained include the follow ing
assertions from management.
• Management is responsible for the fair presentation o f the financial
statements in conformity with generally accepted accounting princi
ples.
• Management has made all financial records and minutes available.
• There are no irregularities involving management.
• There are no violations o f laws or regulations whose effects should
be considered for disclosure.

A major purpose o f the client representation letter is to obtain the client’s
acknowledgement in writing that the primary responsibility for the financial
statements rests with management. Even when the auditor drafts the financial
statements and related notes, the client is primarily responsible for them.
The auditor’s primary responsibility is the audit report. As noted in chapter
4, a client representation letter is a part o f evidential matter, but is not a
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Exhibit 9.1

Legal R epresentation R equest
(Prepared on client’s letterhead— See N ote A )

Date (See N ote B )
(Name o f lawyer)
(Address o f lawyer)
D ea r...................:
In connection with an examination o f our financial statements at December
31, 19X1 and for the year then ended, please furnish our auditors (name and
address o f auditors) with the information requested below concerning certain
contingencies involving matters with respect to which you- have devoted
substantive attention on behalf o f the company in the form o f legal consultation
or representation. [When a materiality limit has been established based on an
understanding between management and the auditor, the following sentence
should be added: “This request is limited to contingencies amounting to
(amount) individually or items involving lesser amounts that exceed (amount)
in the aggregate.” ]
Pending or Threatened Litigation
(excluding unasserted claims)
Regarding pending or threatened litigation, claims, and assessments, please
include in your response:
1. The nature o f each matter
2. The progress o f each matter to date
3. How the company is responding or intends to respond (for example, to
contest the case vigorously or seek an out-of-court settlement)
4. An evaluation o f the likelihood o f an unfavorable outcome and an estimate,
if one can be made, o f the amount or range o f potential loss
Unasserted Claims and Assessments
We have represented to our auditors that there are no unasserted possible
claims or assessments that you have advised us are probable o f assertion and
must be disclosed in accordance with Statement o f Financial Accounting
Standards No. 5. W e understand that whenever, in the course o f performing
legal services for us concerning a matter recognized to involve an unasserted
possible claim or assessment that may call for financial statement disclosure,
you have formed a professional conclusion that w e should disclose, or consider
disclosure, concerning such possible claim or assessment, you will so advise
us, as a matter o f professional responsibility, and will consult with us concerning
the question o f such disclosure and the applicable requirements o f Statement
o f Financial Accounting Standards No. 5. Please specifically confirm to our
auditors that our understanding is correct.
Other Matters
Your response should include matters that existed as o f December 31, 19X1
and during the period from that date to the effective date o f your response.
Please specifically identify the nature o f and reasons for any limitations on
your response.
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Legal R epresentation R equest

Exhibit 9-1
(con tin u ed )

Our auditors expect to have the audit completed about (expected completion
date). They would appreciate receiving your reply by that date with a specified
effective date no earlier than (ordinarily two weeks before expected completion
date).

Please indicate the amount owed to you for our services and expenses (billed
and unbilled) at December 31, 19X1.
Very truly yours,

(Authorized signature for client)

Practice Notes

1. Auditors should carefully consider the provisions o f SAS No. 12 (AU 337)
in drafting this letter.
2. Sending o f this letter should be timed so that the lawyer’s response is dated
as close to the auditor’s opinion date as practicable. However, the auditor
and client should consider early mailing o f a draft inquiry as a convenience
for the lawyer in preparing a timely response to the formal inquiry letter.
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substitute fo r the perform ance o f procedures considered necessary to form
an opinion on the financial statements.
The illustrative representations letter presented in the appendix to SAS
No. 19 is generally appropriate for a medium-sized manufacturing company,
but it may not always be appropriate for a small business.
Small business clients sometimes misunderstand the purpose o f the
representation letter. The client may not understand the need for the letter
in view o f the audit procedures perform ed by the CPA. Small business clients
with limited accounting know ledge tend to believe that they hire auditors
to perform certain accounting services and to verify the accuracy o f the
financial statements. The owner/manager often does not understand that,
even though the auditor may have prepared the financial statements,
management is still responsible for them. When the auditor prepares the
financial statements o r performs other accounting services, the owner/
manager may view it as contradictory to sign a statement that management
is responsible for the financial statements.
Auditors o f small businesses should tailor the illustrative letter to their
clients’ circumstances. Potential modifications include a statement that (1 )
management has recorded the audit adjustments, (2 ) business and personal
transactions have been properly segregated, and (3 ) material internal
accounting-control weaknesses have been communicated. The latter repre
sentation is particularly important if material weaknesses have been com 
municated orally to the client. Modifications might also include representa
tions about capital account transactions and representations that the client
has not consulted with an attorney.
Any client w ou ld be reluctant, o f course, to sign a representation letter
that is difficult to understand. Thus, technical terms such as irregularities,
unasserted claims, related parties and perhaps even generally accepted
accounting principles should be explained if the client is not already familiar
with them, and the details o f the client representation letter should be
carefully discussed with the client.
Practitioners also may want to provide the AICPA brochure entitled The
Representation Letter to n ew clients w ho have difficulty understanding the
purpose o f representation letters.2 The brochure clearly and concisely
explains that, w hen the client signs a representation letter, the fundamental
responsibilities o f the client and the CPA do not change.
An illustrative representation letter that might be appropriate for a small
business engagement is shown in exhibit 9.2 on pages 85-86.

2.

The Representation Letter (New York: AICPA, 1978) is available from the AICPA order department
for $.25 a copy. It is designed so that a CPA firm can print its firm name on the cover of the
brochure.
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Exhibit 9.2

Illustrative R epresentation Letter

(D ate o f Auditor’s Report)
(T o Independent Auditor)

In connection with your examination o f the (financial statements) o f (name o f
client), as o f December 31, 19X1 and for the year then ended, for the purpose
o f expressing an opinion as to whether the financial statements present fairly
the financial position, results o f operations, and changes in financial position
o f (name o f client) in conformity with generally accepted accounting principles
(other comprehensive basis o f accounting), I confirm, to the best o f my
knowledge and belief, the following representations made to you during your
examination.
1. I am responsible for the fair presentation in the financial statements
o f financial position, results o f operations, and changes in financial
position in conformity with generally accepted accounting principles.
Because o f my limited expertise with generally accepted accounting
principles, including financial statement disclosure, I have engaged
you to advise me in fulfilling that responsibility.
2. I have made available to you, to the extent requested by you, all
financial records and related data. I have not knowingly withheld from
you any other financial records or related data that in my judgment
would be relevant to the purposes o f your examination.
3. There have been—
a. No irregularities (intentional distortions o f financial statements or

misappropriations o f assets) involving management or employees
who have significant roles in the system o f internal accounting
control.
b. No irregularities involving other employees that could have a

material effect on the financial statements.
c. No communications from regulatory agencies concerning noncom
pliance with, or deficiencies in, financial reporting practices that
could have a material effect on the financial statements.
4. I have no plans or intentions that may materially affect the carrying
value or classification o f assets or liabilities in the financial statements.
5. The following have been properly recorded or disclosed in the
financial statements:
a. Related party transactions and related amounts receivable or pay

able, including sales, purchases, loans, transfers, leasing arrange
ments, and guarantees.
b. Capital stock repurchase options or agreements or capital stock
reserved for options, warrants, conversions, or other requirements.
c. Arrangements with financial institutions involving compensating
balances or other arrangements involving restrictions on cash
balances and line-of-credit or similar arrangements.
d. Agreements to repurchase assets previously sold.
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Illustrative R epresentation Letter

Exhibit 9.2
(con tin u ed )

6. There are—
a. No violations or possible violations o f laws or regulations that have

come to my attention whose effects are regarded as significant
enough so that they should be considered for disclosure in the
financial statements or as a basis for recording a loss contingency.
b. No other material liabilities or gain or loss contingencies that are

required to be accrued or disclosed by Statement o f Financial
Accounting Standards No. 5.
7. There are no asserted claims or assessments that our lawyer has
advised me are probable o f assertion and must be disclosed in
accordance with Statement o f Financial Accounting Standards No. 5.
8. There are no material transactions that have not been properly recorded
in the accounting records underlying the financial statements and
there are no undisclosed assets or liabilities.
9. Provision, when material, has been made to reduce excess or obsolete
inventories to their estimated net realizable value.
10. The company has satisfactory title to all owned assets, and there are
no liens or encumbrances on such assets, nor has any asset been
pledged (except as disclosed in the financial statements).
11. Provision has been made for any material loss to be sustained in the
fulfillment of, or inability to fulfill, any sales commitments.
12. Provision has been made for any material loss to be sustained as a
result o f purchase commitments for inventory quantities in excess o f
normal requirements or at prices in excess o f the prevailing market
prices.
13. I have complied with all aspects o f contractual agreements that would
have a material effect on the financial statements in the event o f
noncompliance.
14. No events have occurred subsequent to the balance sheet data that
would require adjustment to, or disclosure in, the financial statements.
15. I am in agreement with the adjusting journal entries you have
recommended and they have been posted to the company’s accounts.
(Name of Client)
( Office and Title)

ANNOTATED REFERENCES

The follow in g annotated references may be helpful to the auditor w ho has
a small business client. These references include books, journal articles,
continuing professional education courses, brochures, and auditing technical
services.
This listing o f annotated references is categorized by chapter so that the
reader can locate references to a particular topic by determining in which
chapter the topic is covered. In addition to the chapter categorization, there
is a general category fo r those publications that apply to several topics
regarding audits o f small business.

Annotated References
Holder, W illiam W., and Collmer, Sheryl. “Analytical Review Procedures: N ew
Relevance.” CPA Jou rn a l (N ovem ber 1980): 29-35.
In this article the authors describe the role o f analytical review
procedures in practice and suggest that such procedures be used to
gather better and less costly audit evidence.
Kinney, W illiam R., and Felix, W illiam L., Jr. “Analytical Review Procedures.”
Jou rn a l o f Accountancy (O ctob er 1980): 98-103.
This article discusses the nature, timing, and extent o f analytical review
procedures in an audit engagement.
Wallace, Wanda A. “Analytical Review: Misconceptions, Applications and
Experience— Part I.” The CPAJou rn a l (January 1983): 24-37; “Analytical
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Review: Misconceptions, Applications, and Experience— Part II.” The
CPA Jou rn a l (February 1983): 18-27.
This is a two-part series on analytical review procedures. Part I describes
analytical review procedures, describes com m on misconceptions re
garding them, and presents available analytical review procedures. The
author gives examples o f potential applications o f analytical review
techniques. Part II examines the effectiveness o f analytical review
procedures and their use in detecting accounting errors.
Blocker, Edward. “Approaching Analytical Review.” The CPA Jou rn a l (March
1983): 24-37.
In this article the author examines the application o f analytical review
procedures using nonfinancial data.

General References
Accounting and Auditing Technical Services
American Institute o f Certified Public Accountants. Audit and A ccounting
M anual. N ew York: AICPA, 1984.
This resource manual, available in loose-leaf service and paperbound,
represents a nonauthoritative list o f practice aids developed by the
AICPA to meet the needs o f local practitioners. The manual covers:
engagement planning and administration; internal control; audit ap
proach and programs; w orking papers; correspondence, confirmations,
and representations; disclosure checklists; reports; and financial state
ments.
Carmichael, Douglas, R., Dennis Meals, Bruce N. Huff, and Jerry Anderson.
Guide to Audits o f Sm all Businesses. Fort Worth, Texas: Practitioners
Publishing Company, 1984.
This two-volume set presents a comprehensive discussion o f the audit
o f small business. Volum e 1 discusses pre-engagement activities, plan
ning, designing programs, extent o f testing, workpapers, and com pleting
the audit, as w ell as chapters on the specific audit areas o f cash, accounts
receivable, inventory, property, other assets, liabilities and equity,
incom e taxes, and the incom e statement. Volum e 2 is a series o f practice
aids that accompanies Volum e 1. The set is designed to give guidance
on audits that are both efficient and effective. The authors give guidance
on preparing audit programs that (1 ) place little or no reliance on
internal accounting controls and (2 ) avoid audit sampling.
Clay, John R., Stephen D. Holton, and Bill Allen. Guide to Preparing Financial
Statements. Fort Worth, Texas: Practitioners Publishing Company, 1984.

ANNOTATED REFERENCES

89

This two-volume set presents numerous examples o f the form o f
financial statements prepared in conformity with generally accepted
accounting principles. The set includes a variety o f financial statements,
examples, and illustrative disclosures.

Books and Journal Articles
Raiborn, D.D. “Audit Problems Encountered in Small Business Engagements.”
Auditing Research M onograph No. 5. N ew York: AICPA, 1982.
This monograph presents the research findings o f a questionnaire
mailed to 1,431 CPAs regarding audit problem s encountered in small
businesses. The author discusses the characteristics o f small business as
w ell as related audit problems. The monograph emphasizes audit
problem s regarding internal accounting control, analytical review p ro 
cedures, management representations, and lawyers’ letters.
Raiborn, D.D., Dan M. Guy, and Marilyn Zulinski. “ Solving Audit Problems
in Small Business Engagements. "J o u rn a l o f Accountancy (A pril 1983):
30-38.
This article presents recommendations to help practitioners w ho audit
small business to resolve questions on auditability, completeness, the
study and evaluation o f internal accounting control, owner/manager
controls, client representation letters, lawyers’ letters, and communicat
ing material weaknesses in internal accounting controls.

Continuing Professional Education Courses
Carmichael, D.R. Audit Risk, Sampling and Materiality. Fort Worth, Texas:
AICPA and Accounting Instructional Design, Inc., 1984.
This two-day Continuing Professional Education course is designed for
practitioners w ho want a practical approach to determining the extent
o f audit tests. The course explains: h ow to determine the extent o f tests
without sampling; h ow to decide whether sampling is necessary; and
h ow to plan and evaluate a nonstatistical sample. It also explains the
relationship betw een these audit decisions at the account balance level
and the consideration o f materiality and audit risk at the financial
statement level.
Guy, Dan M., Marilyn Zulinski, and Dennis R. Meals. Audits o f Sm all Businesses:
Applying Selected SASs. Fort Worth, Texas: AICPA and Accounting Instruc
tional Design, Inc., 1984.
This eight-hour CPE course proceeds through a typical small business
audit and provides practical guidance on h ow to apply certain Statements
on Auditing Standards that are particularly troublesome in small business
engagements. Topics covered include: auditability; independence; en
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gagement letters; internal controls; completeness; owner/manager con
trols; communication o f material weaknesses; risk, materiality, and
sampling; lawyers’ letters; and client representations.
Meals, Dennis R., and Alan Winters. Designing Audit Program s f o r Small
Business Engagements. Fort Worth, Texas: AICPA and Accounting Instruc
tional Design, Inc., 1984.
This eight-hour CPE course is designed for practitioners having audit
clients w h o are characterized by owner/manager dominance and by
limited segregation o f duties. The course addresses designing substantive
audit procedures fo r a small business engagement. Topics include
determining a small business strategy; audit objectives; the nature o f
tests; timing o f tests; extent o f tests; w orking papers; and applications
o f these concepts to cash, accounts receivable, inventory, fixed assets,
liabilities, and revenue and expenses.

Engagement Planning (Chapter 2 )
American Institute o f Certified Public Accountants. The Engagement Letter—
An Agreement Between the Client and the CPA. N ew York: AICPA,
1981.
This brochure, available from the AICPA, is designed to be provided by
the CPA to the client. The brochure clearly explains the purpose o f the
engagement letter in nontechnical terms.
American Institute o f Certified Public Accountants. Sample Engagement
Letters f o r an A ccounting Practice. N ew York: AICPA, 1983.
This book, published by the Continuing Professional Education Division
o f the AICPA, is a reference source that CPAs can use to develop letters
for their clients. It includes proposal and engagement letters for a
com plete range o f services.
Van Son, W. Peter, Dan M. Guy, and J. Frank Betts. “ Engagement Letters:
What Practice Shows." Jou rn a l o f Accountancy (June, 1982): 72-80.
In this article, the authors discuss the role o f an engagement letter and
the results o f a survey o f the use o f engagement letters in practice.
Highlights o f the survey include: extent o f use o f engagement letters in
audit practice (95 percent o f the respondents indicated that they used
engagement letters in audits); the extent o f use o f engagement letters
by CPAs in their practices other than auditing; and content o f engagement
letters.

Internal Accounting Control in Small Businesses (Chapter 3 )
Raiborn, D. D. In tern al C on trol in Sm all Business Audits. N ew York: AICPA,
1983.
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This Continuing Professional Education course is in a video-assisted
format. The course covers the characteristics o f internal controls in
small businesses, limited segregation o f duties, owner/manager super
vision and override, and the minimum requirements for a review and
evaluation o f internal controls as stated in SAS No. 43.

Designing the Audit Program (Chapter 4 )
Whittington, Ray, Marilyn Zulinski, and James W. Ledwith. “Completeness—
The Elusive Assertion.” Jou rn a l o f Accountancy (August 1983): 82-92.
In this article, the authors address the completeness assertion and the
related practice problems. They discuss internal accounting controls
over completeness, reliance on completeness controls, substantive tests
o f completeness, and auditability. In addition, they address many o f the
other com m on practice problem s regarding the completeness assertion.

Audit Risk and Materiality (Chapter 5 )
Brumfield, Craig A., Robert K. Elliott and Peter D. Jacobson. “Business Risk
and the Audit Process.” Jou rn a l o f Accountancy (A pril 1983): 60-68.
The authors in this article address the concept o f business risk and its
impact on the audit process. In addition to giving examples o f factors
that affect business risk, the authors discuss the relationship o f business
risk to audit risk.
Zuber, G eorge R., Robert K. Elliott, William R. Kinney, Jr., and James J.
Leisenring. “Using Materiality in Audit Planning.” Journal o f Accountancy
(March 1983): 42-54.
In this article, the authors describe h ow an auditor can use a preliminary
estimate o f materiality in planning an effective and efficient audit. This
preliminary estimate o f materiality influences the nature, timing, and
extent o f audit procedures. The authors relate materiality to audit
procedures for financial statement components and present a walk
through o f h ow to apply these concepts.

Perform ing Analytical Review Procedures (Chapter 6 )
Blocker, Edward. “Approaching Analytical Review.” The CPA Jou rn a l (March
1983): 24-37.
In this article the author examines the application o f analytical review
procedures using nonfinancial data.
Holder, W illiam W., and Sheryl Collmer. “Analytical Review Procedures: N ew
Relevance.” CPA Jou rn a l (N ovem ber 1980): 29-35.
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In this article the authors describe the role o f analytical review procedures
in practice and suggest that such procedures be used to gather better
and less costly audit evidence.
Kinney, W illiam R., and W illiam L. Felix, Jr. “Analytical Review Procedures.”
Jou rn a l o f Accountancy (O ctober 1980): 98-103.
This article discusses the nature, timing, and extent o f analytical review
procedures in an audit engagement.
Wallace, Wanda A. “Analytical Review: Misconceptions, Applications and
Experience— Part I.” The CPA Jou rn a l (January 1983): 24—37; “Analytical
Review: Misconceptions, Applications, and Experience— Part II.” The
CPA Jou rn a l (February 1983): 18-27.
This is a two-part series on analytical review procedures. Part I describes
analytical review procedures, describes com m on misconceptions re
garding them, and presents available analytical review procedures. The
author gives examples o f potential applications o f analytical review
techniques. Part II examines the effectiveness o f analytical review
procedures and their use in detecting accounting errors.

Extent o f Testing (Chapter 8 )
Akresh, Abraham D., and G eorge R. Zuber. “ Exploring Statistical Sampling.”
Journ al o f Accountancy (February 1981): 50-56.
In this article the author discusses some basic considerations for the
use o f statistical sampling and some sources o f assistance available to
the auditor.
American Institute o f Certified Public Accountants. Audit and A ccounting
Guide: Audit Sampling. N ew York: AICPA, 1983.
This guide was issued to provide guidance in the application o f SAS No.
39, Audit Sampling, in both statistical and nonstatistical sampling
applications. The guide discusses the audit sampling process, sampling
for compliance tests, sampling for substantive tests, and probabilityproportional-to-size (PPS) sampling.
Arens, Alvin, and James K. Loebbecke. Applications o f Statistical Sampling to
Auditing. Englew ood Cliffs, N.J.: Prentice-Hall, 1981.
This book is a basic introduction to the use o f statistical sampling
methods.
Arkin, Herbert. Handbook o f Sampling f o r Auditing and Accounting. N ew
York: McGraw-Hill, 1974.
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A reference text for the auditor o r accountant w h o wishes to use statistics.
The text contains numerous tables, an explanation o f statistical formulas,
and many statistical sampling plans and methods and is useful for
attribute sampling and classical variables samples.
Guy, Dan M. An In trod u ction to Statistical Sampling in Auditing. N ew York:
John W iley & Sons, 1981.
This book is a basic introduction to the comprehensive use o f contem
porary statistical sampling.
Naus, James H. “Effective Uses o f Statistical Sampling in the Audit o f a Small
Company.” The Practical A ccountant (March/April 1978): 33-45.
The author discusses the use o f attributes sampling and difference
estimation sampling in a small business audit. Practical working-paper
techniques and sample-selection criteria are included in the article. This
article is useful for attributes sampling and classical variables sampling.
Warren, Carl S., Stephen V.N. Yates, and G eorge Zuber. “Audit Sampling: A
Practical Approach. ” Jou rn a l o f Accountancy (January 1982): 62-72.
This article presents a fram ework for planning, performing, and evalu
ating audit samples.

Other Selected SASs (Chapter 9 )
Alderman, C. Wayne and Dan M. Guy. Lawyers’ Letters. N ew York: AICPA,
1979.
This self-study Continuing Professional Education course explains the
meaning and implications o f SAS No. 12 and h ow to apply its provisions
in practice.
American Institute o f Certified Public Accountants. Illustrations o f the D isclo
sure o f Related Party Transactions. N ew York: AICPA, 1975.
This publication presents over 150 examples o f related party disclosures
which w ere pulled from a data base o f over 6,000 annual reports.
American Institute o f Certified Public Accountants. The Representation Letter,
N ew York: AICPA, 1978.
This brochure is designed to be given by the CPA to the client. The
brochure clearly and concisely explains that when the client signs a
representation letter, the fundamental responsibilities o f the client and
the CPA do not change. The brochure can be used as an educational
tool for the client.
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Benis, Martin. “The Small Client and Representation Letters.” Jou rn a l o f
Accountancy (Septem ber 1978): 78-84.
This article discusses problem s frequently encountered in obtaining a
representation letter from the client. The author notes that the repre
sentation letter provides a mechanism for establishing the auditor’s
independence from the client and the client’s ultimate responsibility
for the financial statements.
Hall, Thomas W., and A. A. Butler. “Assuming Adequate Attorneys’ Replies to
Audit Inquiries. ” Jou rn a l o f Accountancy (Septem ber 1981): 83-91.
This article discusses deficiencies in attorneys’ responses to audit inquiry
letters and their audit implications. The authors recom m end ways to
correct these deficiencies and suggest improvements in audit inquiry
letters to reduce the probability o f deficient responses.
Zell, Brian and Douglas R. Carmichael. “Management representation letters—
Adapting them to the circumstances.” Jou rn a l o f Accountancy (March
1979): 87-90.
This article offers practical suggestions on h ow the auditor can tailor
the representation letter to the particular engagement and client by
adapting the illustrative letter in SAS No. 19. Numerous suggestions that
apply to the audits o f small business are provided.
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